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April 20, 20

Dear Stakeholders:

2006 was an excellent year for SonicWALL®, Our results for 2006 included 30% year-over-year revenue growth, $175 million in revenue
for the year, blended gross margin performance of 71%, 25% ‘/ear-over-year growth in unit shipments, and 47% of our revenue coming from
software licenses and service subscriptions. This performance was achieved despite challenging security industry conditions. Our
performance was ahead of the market and demonstrated consistent execution on our strategic initiatives. These results underscore the clarity
of our business vision, the effectiveness of our go-to-market sirategy, and the successful integration of three acquisitions.

We believe our 2006 performance provides validation that we have the right business model in 2007 to sustain industry-leading growth and t
drive improved profitability and operating margins.

Two key trends support our strategic vision. The first trend is the changing nature of business. The fastest-growing [T segment is in small to
mid-sized businesses, where security is a key requirement. The increasingly networked nature of today’s organizations is characterized by a
shift away from large, centralized locations in favor of multipl:, smaller locations. This dynamic demands that IT focus on enabling mobility,
telecommuting, outsourcing and internationalization through a secure networking infrastructure.

The second trend is the rise of the converged malware economy. Internet threats have evolved from point attacks by reputation-seeking
hackers to the sophisticated efforts of organized crime that are directed towards the theft of corporate or individual assets. Many of these new
types of asset theft are not immediately detectable by the victirn.

This evolving landscape plays directly into our vision: security protecting data in any location, whether behind the network perimeter or on
the move; security deployed effectively in both smali and large premises; and security managed from a single location whether by internal
IT resources or a trusted external provider. We are poised to build on our momentum to address the security requiremnents of the evolving
enterprise.

SonicWALL is a more diversified company than ever before, o-Tering new solutions in network security, wireless networks, network
hardware, secure content management and data backup and recovery.

* We recognized the increasing need for outbound content control, e-mail security, compliance and spam protection. We expanded our
product portfolio at the beginning of 2006 with the acquisition of MailFrontier. Within three months of announcing the acquisition,
we integrated and extended the existing MailFrontier product line with a new set of appliances and software for the small and
medium-sized business.

« We shipped our first data backup and recovery products in February 2006 following our acquisition of Lasso Logic, Inc in November
2005. During the year, we continued to expand the capabilities of this product set, adding new feature sets and localized versions for
our international customers,

+ The solutions derived from these acquired businesses delivered substantial additional value to SonicWALL. We generated $14.8 miliion
in revenue from our new email security and data backup :ind recovery solutions, reaching the top end of our guidance for these
additions to our product family.

+ We broadened our existing product offerings, extending ou: line of affordable, high-performance SSL-VPN secure remote access solutions
with the SSL-VPN 200, targeted for small office use, and the SSL-VPN 4000, designed for larger organizations. Channel and customer
enthusiasm for our mold-breaking business model in this rr arket launched us to a leadership position in unit market share for SSL-VPN
appliances — a position reached in just two quarters of prod act shipments.

= We also extended our leadership in wireless security with the introduction of our secure solution for 3G wireless networks, the
TZ 190. This product is the first appliance capable of creating a secure 3G wireless network from any location and supports our belief
that in an increasingly networked world, mobile remote workers and networks will become commonplace.

We have successfully leveraged our business model to grow revznuc from subscription services.
+ License and services revenue increased 38% year-over-yeur and deferred revenue grew 52% ycar-over-year.
= Qur industry leading Unified Threat Management and gateway threat protection services were key drivers of our performance.

Sonic WALL was named revenue and unit market share Icader in Unified Threat Management for seven consecutive quarters
from Q2 2005 to Q4 2006 in IDC’s Quarterly Tracker Reports.

(continued on inside back cover]
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CAUTIONARY NOTE ON FORWARD-LOOKING STATEMENTS

This Annual Report includes “forward-looking statements” within the meaning of Section 27A of the
Securities Act and Section 21E of the 1934 Act. We intend that the forward-looking statements be covered by
the safe harbor provisions for forward-looking statements in these sections. In some cases, you can identify
forward-looking statements by terminology such as “may,” “will” “could,” “expect,” “plan,” “anticipate,”
“believe,” “estimate,” “predict,” “‘potential,” “intend” or *‘continue,” the negative of such terms or other comparable
terminology. These statements are only predictions, reflecting our expectations for future events or our future
financial performance. Actual events or results may differ materially. In evaluating these statements you should
specifically consider various factors, including the risks outlined under “Risk Factors.” These factors may cause our

actual results to differ materially from any forward-looking statement.

[T

We cannot guarantee future results, levels of activity, performance, or achievements. You should not place
undue reliance on these forward-looking stateriyents, which apply only as of the date of this Annual Report.

PART I

ITEM 1. Business
Overview

SonicWALL designs, develops, manufactures, and sells integrated network lse-curity, content security, and
business continuity solutions for small to medium size networks. Our products are designed to provide secure
Internet access to both wired and wireless broadband customers, enable secure Internet-based connectivity for
distributed organizations, inspect the content entering and leaving our customers networks, protect organizations
against inbound and outbound email threats, and provide business continuity in the case of data or connectivity loss.
We believe our security appliances and softvrare provide high-performance, robust, reliable, easy-to-use, and
affordable security solutions for our customers. Additionally, our Internet security products are designed to make
our customers more productive and more mobile:, while still maintaining a high level of security. As of December 31,
2006, we have sold more than 952,000 of our Liternet security appliance platforms worldwide. We also sell value-
added services for our security appliances, including content filtering, anti-spam protection, anti-virus protection,
offsite backup, and intrusion prevention on a s abscription basis and license software packages such as our Global
Management System (“GMS”) and our Global VPN Client. Our GMS enables distributed enterprises and service
providers 10 manage and monitor a large munber of SonicWALL Internet security appliances and deploy our
security software and services from a central lccation thereby reducing staffing requirements, increasing the speed
of deployment and lowering costs. Our Glotal VPN Client provides mobile users with a simple, easy-to-use
solution for securely accessing the network. On November 28, 2005 we completed the acquisition of Lasso Logic,
Inc. (“Lasso™), an early stage company providiaig continuous data protection for backup and recovery solutions and
acquired certain assets from enKoo, Inc. (“enKoo”) associated with its secure remote access technology. On
February 22, 2006, the Company completed ihe acquisition of MailFrontier, Inc. (“MatilFrontier”) to expand its
offering in secure content management, especially in the email security market. MailFrontier’s email security
solutions protect organizations against inbound and outbound threats such as “spam”, “phishing”, “viruses”,
directory harvest attacks and policy violations, provide control for content compliance, and enable consolidation of
email infrastructure.

Our products and services are sold, and software licensed, through a two tiered distribution model; first to
distributors and then to resellers, who provide solwions using our products, services, and software to end-user
customers. ‘

" L LTS

SonicWALL, Inc. was incorporated in California in 1991, References in this report to “we,” “our,” “us,” and
“the Company” refer to SonicWALL, Inc. Qur principal executive offices are located at 1143 Borregas Avenue,
Sunnyvale, California 94089, and our telephone number is (408) 745-9600.
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Industry Background

Businesses and consumers access the Internet for a wide variety of uses including communications, infor-
mation gathering, and commerce. Businesses and enterprises of all sizes have accepted the Internet as a critical yet
affordable means of achieving global reach and brand awareness, allowing access and shared information among a
large number of geographically dispersed employees, customers, suppliers and business partners. The Internet has
become a particularly attractive solution for small and medium size businesses due to its cost effectiveness and
ease-of-use. Larger enterprises also connect their internal networks to the Internet allowing for greater and quicker
communications and expanded operations. Many of today’s larger enterprises also have branch offices, mobile
workers, and telecommuters who connect electronically through the Internet to the corporate office and each other.
The Internet has also become a vital tool of information access and communication for schools, libraries,
government agencies and other institutions.

Increasing Use of Broadband Access Technologies

The connection speed by which individuals and businesses and enterprises of all sizes connect to the Internet is
increasing. Small to medium enterprises, branch offices and consumers are shifting from dial-up connections to
substantially faster, always connected broadband technologies such as digital subscriber lines (“DSL”) and cable
Internet access. Larger enterprises are moving from T1 connectivity to T3 connectivity and in some cases to OC-3
connectivity. These broadband connections allow for substantially faster Internet access among many simultaneous
users. Additionally, as Internet access speeds increase, both network bandwidth and network traffic speeds have
significantly increased, further reflecting the ubiquity and the importance of the Internet to business operations.

Importance of Data Security

We believe Internet security is essential for businesses and enterprises due to the large amount of confidential
information transmitted or accessible over the Internet. Broadband technologies, including DSL and cable, are
always connected to the Internet, This constant connectivity increases the risk that confidential information,
information controlled by privacy regulations, and other sensitive business information might be compromised by
computer hackers, identity thieves, disgruntled employees, contractors, or competitors. In addition, business or
enterprise data and networks become increasingly vulnerable to security threats and sophisticated attacks as the
number of connections to the Internet increase, through satellite offices or telecommuters, and the volume of
confidential information accessible through the Internet increases. Breaches of network security are costly to a
business, both financially and as a source of lost productivity resulting from network and computer downtime.

The productivity gains of network use are also threatened by large volumes of unselicited email (“spam”),
which can overload mail servers and applications as well as consuming employee time. Additionally, some types of
unsolicited e-mail are conduits for network attacks, or attempt to deceive the recipient into disclosing confidential
information.

As networks and the data carried on them become more essential to the conduct of business, the financial risk
associated with data loss also increases. Network security breaches can cause data loss, as can disk drive failures and
accidental or intentional deletion of critical files. -

We believe that many enterprises are aware of the need to increase their information technology budget to
address these concerns, thereby reducing the risk to their business and to their customers.

The market for security and productivity products includes a variety of applications to address vulnerabilities
and protect critical data both during transmission and at rest. These applications include, among others, firewalls,
VPN access products, anti-virus solutions, intrusion prevention, content filtering, backup and restore systems, and
e-mail security products. '

Integrated Solutions for Internet Security

As network connection speeds and bandwidth have increased, and as more complex forms of data are
transmitted by and within enterprises, reliable solutions have developed that emphasize high rates of data transfer
while maintaining the integrity and security of network data. Enterprises of all sizes require a broad array of high
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performance, cost-effective products to protect t1eir networks, delivering security and productivity not only for the
central office headquarters and for perimeter ranch offices but also for telecommuters and other employees
working from remote locations.

We believe solutions that integrate hardw.re, software and service elements overcome many of the short-
comings of solutions based vpen software alon::. Software based security solutions can be difficult to install and
manage, often requiring dedicated and highly skilled in-house information technology (1) personnel. Addi-
tionally, software only security solutions can also be difficull to integrate within networks, often requiring
installation of dedicated server equipment and the usé of complex load balancing switches to ensure reliable,
high-speed performance. Our integrated solutio1 approach can overcome many of these limitations by integrating
multiple security and productivity functions into easy-to-deploy devices that are interoperable with many industry
standards. These integrated solutions can remain current through automatic update services.

The Advent of Secure Virtual Private Networks (VPNs)

Large and small enterprises utilize VPNs in the place of more costly private, dedicated networks or leased
lines. VPNs allow for two or more individual networks to be linked creating one large private network. The private
network is “virtual” because it leverages the public Internet as the network infrastructure. Enterprises use VPNs to
achieve a variety of objectives. Telecommuters und traveling workers can access a corporate network to work from
their out-of-office locations using remote acces; VPN. Satellite and branch offices can connect to the home office
network using site-to-site VPNs. An enterprise can connect with its business partners, suppliers, and customers
utilizing an Extranet VPN. These VPN connections must be secure from unauthorized access and safe from
unauthorized alteration. To secure a VPN, infcrmation traveling between the locations is encrypted and authen-
ticated. To help deliver the desired quality and sccurity levels, businesses, and enterprises can monitor and prioritize
network traffic for business-critical applications and allocate bandwidth for specific traffic, typically using
customer premises equipment encryption and authentication products.

In a distributed business model, branch oifices and point-of-sale (POS) locations extend a company’s reach
into key markets. To realize these benefits, the communication link must be available at all times and be able to
support the application. VPN solutions help companies establish centralized control over branch offices, POS
locations, or remote kiosks by providing the robust security and performance needed for business continuity. A
traditional site-to-site connection often requires the leasing of expensive, dedicated data lines that are difficult to
deploy and manage. With the advent of affordabsle broadband and standards-based VPN, organizations can deploy
secure remote access via Internet connections. With today’s VPN technology and broadband connections,
enterprises of any size may use the Internet tc securely communicate with their multiple locations.

Changing Mobile Computing Environmen and Demand for SSL-VPN

In today’s mobile environment, information needs to be accessed by a highly diverse community of users from
essentially anywhere an internet connection exists and through access devices that are not always owned or
controlled by the IT organization. For large enterprises with in-house IT personnel and higher IT spending budgets,
these challenges are more easily addressable than for the more IT-constrained small and mid-sized business
(SMBs).

SSL-VPN is an approach designed to connect any user from anywhere to any resource reliably and
conveniently, with enhanced levels of security. SSL-VPN does not establish a network-layer connection between
users and the VPN gateway. Rather, connections are established at the transport layer. The Web browser on the
user’s device represents the pre-existing VPN software client for establishing an encrypted tunnel between the
user’s device and the SSL-VPN gateway. Through a Web browser, users can access several categories of
applications and resources. SSL-VPN solutions were originally designed for large enterprises with a feature set
and price that exceeded SMB needs and means. This situation is changing with a new generation of SSL-VPN
product offerings specifically designed to mect the remote access needs of SMBs at affordable prices.
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Need for Anti-Virus, Intrusion Prevention and Content Filtering Solutions

The Computer Security Institute Computer Crime and Security Survey published in 2004, reported the two
most common forms of attack or abuse were virus outbreaks and insider abuse of network access. In addition to lost
productivity, companies, their partners and customers are vulnerable to severe financial losses. This reality has been
underscored by the rapid infection of many users through widespread and highly publicized virus outbreaks
affecting business networks around the globe. At the same time, we believe that issues such as loss of employee
productivity, liability concerns, and network bandwidth constraints continue to fuel the growth of content filtering.
Enterprises are deploying anti-virus protection, content filtering, and intrusion prevention solutions across the
enterprise and expending technical resources to keep these defenses updated against the latest virus threats and
objectionable or inappropriate content.

Rising Value of Data and Demand for Business Continuity

As enterprises increase their reliance on networked computer systems to develop products, maintain rela-
tionships with customers, and conduct commerce, the data stored on the networked systems become increasingly
critical to the productivity and success of the business. Loss of important files or data can result in significant
interruptions in the ability of a company to conduct business. To counter this risk and to meet emerging and existing
regulatory requirements, companies have traditionally turned to tape-based backup and restoration technologies.
Increasing performance of hard disk drives and the speed of internet connectivity coupled with reduced costs have
given rise to alternatives to tape-based solutions. These solutions offer continuous, rather than point-in-time, data
protection as well as higher performance.

Increases in Unsolicited E-Mail

Email is one of the most popular and often one of the most critical business applications making use of the
Internet. Recent years have seen a dramatic rise in the amount of unsolicited email (“*spam™) directed to both
consumers and business Internet users. This unsolicited email can be a nuisance at best, consuming employee
productivity as each employee must read and delete eacli unwanted message. In more extreme cases, spam can
cause emnail servers to slow down or even stop working, causing delays or interruptions in business operations,
Aside from the employee and network productivity degradations, some forms of unsolicited mail may also contain
other types of threats, including attempts to cause recipient computers to execute malicious code, or attempts to
mislead recipients in disclosing confidential information for the purposes of fraud or theft.

Strategy

Our goal is to extend our leadership position in Internet security by continuing the transition of our Company to
a comprehensive provider of integrated network security, content security, and business continuity solutions. We
plan to accomplish our goal by focusing on value innovation, the process whereby we deliver solutions with price-
performance advantages.

Key elements of our strategy include:

» Global Growth. We plan to focus our investment in those geographical areas that can sustain rates of
growth consistent with our business objectives. Part of our global growth initiative also includes taking
advantage of supply chain improvements wherever possible. We believe that this type of alignment of our
resources will strengthen our global position.

« Continue to Bring New Products to the Market. 'We use our internal product design and development and
integration expertise to produce solutions that deliver value to our end-users.

» Continuous Cost Reduction. 'We intend to be vigorous in our pursuit to lower costs in all aspects of our
business. Supply chain improvements and continual business process improvement are key components of
this initiative. We believe that the associated cost reductions will strengthen our market position and assist us
in penetrating new markets.




]

» Strengthen Our Indirect Channel.  Qur global target markets are generally served by a two-tier distribution
model. We have achieved varying dearees of regional penetration in these markets with large-scale
distributors at the hub of our model ful(filling the needs of value-added resellers (“VAR’s”) and systems
integrators and creating a distribution web that covers over 50 countries. We intend to continue to implement
programs designed to enhance our corr petitive position through distributors and VAR's.

* Increase Services and Software Revenue. We intend to continue to develop new services and licensed
software offerings to generate additional revenue from our installed base and to provide additional sources of
revenue ancillary to our product sales. We currently offer a selection of integrated functionality including
gateway anti-virus, client anti-virus, anti-spyware, anti-spam, intrusion prevention, offsite backup, and
content filtering subscription services. 'We also offer fee-based customer support services and training. We
have dedicated sales and marketing personnel and programs that focus on selling these services, as well as
add-on products to our existing base of customers.

= Inorganic Growth. We intend 1o continue to explore corporate opportunities to enhance our ability to
broaden the product range that we bring to the market. Where appropriate, we may license, OEM, or acquire
technologies in order to better address the current and future requirements of our customers.

The SonicWALL Solutions

SonicWALL provides comprehensive Internet security solutions that include network security, business
continuity and content security, training, consulting and support services. Our Internet gateways serve as platforms
for which SonicWALL sells additional software and services to enhance customer security and productivity. Our
solutions provide cost effective and high pe formance Internet security solutions to small, medium, and large
enterprise users in commercial, healthcare, eJucation, and government markets.

SonicWALL products are designed to provide comprehensive Internet security solutions for (1) networks
ranging in size from one to more than 15,00 users; (2) enterprises having branch offices, telecommuting employees
or POS locations; and (3) e-commerce applications that handle millions of secure transactions daily. Our security
appliances span a wide range of requirements, from single-user appliances to rack-mounted enterprise-class units
capable of supporting thousands of users. Qur products offer substantial flexibility in the number of supported users,
the number of ports, and a variety of software uptions such as gateway anti-virus, anti-spyware, intrusion prevention
and content filtering, as well as management and reporting tools that enable our customers to easily manage
SonicWALL appliances installed throughout their networks. The Email Security appliances and software provide
enterprise grade security to small, medium, and large networks. Our Email Security platform includes constant
update from a global sensing network, and provides continuous protection against spam, phishing, virus, and other
attacks,

Security Appliances

SonicWALL Internet security appliances vary with respect to the number of supported users, the number of
ports, product features, processor speed, and scalability, During 2006, we introduced new versions of SonicOS (our
firmware for the security appliances} that provided new and existing customers with new security and productivity
features and capabilities. SonicWALL rmaiitains a constant development effort to continuously improve and
advance our platforms.

SonicWALL's current generation line of security appliances includes:

SonicWALL TZ 150 and TZ 150 Wireless. This Internet security appliance delivers layered protection to
small and home offices through an integrat:d deep packet inspection firewall/VPN, including a single Ethernet
WAN port and four-port LAN switch,

SonicWALL TZ 170 and TZ 170 Wieless. This Internet security appliance is designed to provide a
comprehensive security platform, deliverirg network security, flexibility and reliability to home and remote
and branch offices. The functionality of the TZ 170 is extended by the integrated 5-port medium dependent interface
crossover {“MDIX") swiich allowing multigle computers to be networked together. The TZ 170 Wireless provides
the same features plus wireless connectivity over 802.11b/g standards.
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SonicWALL TZ 170 SP and TZ 170 SP Wireless. 'This Internet security appliance is designed to provide a
comprehensive security platform delivering continuous network uptime for critical, secure data connectivity
through integrated, automated broadband, and analog failover and failback technologies. The TZ 170 SP Wireless
pravides all the same features plus 802.1 1b/g wireless connectivity.

SonicWALL TZ 190. This Internet security appliance is designed to provide a comprehensive security
platform delivering continuous network uptime for critical, secure data connectivity through integrated, automated,
and secure 3G wireless broadband access and failback technologies.

SonicWALL PRO 1260. This Internet security appliance is designed to provide a comprehensive security and
switching platform through an integrated deep inspection firewall/VPN and wire-speed 24-port, auto-MDIX Layer
2 switch.

SonicWALL PRO 2040. This Internet security appliance is designed to provide a comprehensive network
security, mobility and productivity solution in a rack-mounted appliance including a deep packet inspection firewall
and 3DES/AES VPN.

SonicWALL PRO 3060. This Internet securily appliance is designed to provide a comprehensive security
platform for complex networks, utilizing six fully configurable Ethernet imterfaces. This product is designed 10
support up to 128,000 concurrent sessions, 25 VPN client sessions for remote users, and 500 to 1,000 VPN
site-to-site connections,

SonicWALL PRO 4060. This [nternet security appliance is designed to provide all of the features of the
PRO 3060, and it designed to support up to 500,000 concurrent sessions, 1,000 VPN client sessions for remote
users, and up to 3,000 VPN site-to-site connections.

SonicWALL PRO 4100. This Internet security appliance provides internal and external network protection
across all 10 gigabit interfaces designed to deliver high-speed gateway anti-virus, anti-spyware, anti-spam and
intrusion prevention. The PRO 4100 includes 800 Mbps firewall, 300Mbps deep packet inspection and 350 Mbps
VPN throughputs.

SonicWALL PRO 5060. This Internet security appliance is a high performance, multi-service security gateway
for medium-to-large networks integrating gigabit-class firewall, VPN, intrusion prevention, anti-virus, and content
filtering. The PRO 5060 is designed to provide !+ Gbps deep packet inspection firewall and 500 Mbps 3DES/AES
VPN throughput.

SonicWALL Content Security Manager (CSM) 2100 and 3200. Our Content Security Management appli-
ance-based solutions integrate seamlessly into virtually any network environment. The SonicWALL Content
Security Manager 2100 CF delivers appliance-based Internet filtering that is designed to enhance security and
employee productivity, optimize network utilization, and manage access 1o objectionable Web content. The
SonicWALL Content Security Manager 3200 is designed to deliver protection for mid-size businesses (up to
1000 nodes) by integrating real-time gateway anti-virus, anti-spyware, intrusion prevention, and content filtering
services.

SonicWALL S5L-VPN 200, SSL-VPN 2000, and S5L-VPN 4000. The SSL-VPN series is designed to provide
a secure clientless remote network and application access solution that requires no pre-installed client software.
Utilizing only a standard Web browser, users can access e-mail, files, intranets, remote desktops (including both full
desktop and individual application access), and other resources on the corporate LAN from any location.

SonicWALL Email Security 200, 300, 400. 500, 6000, 8000. The Email Security series is designed to provide
inbound and outbound email threat protection for the small to medium size business by protecting against spam,
virus, and phishing attacks.

SonicWALL CDP [440i, 24401, 3440i, 4440i. The Continuous Data Protection (CDP) Backup and Recovery
appliance is an integrated, end-to-end backup and recovery solution for businesses and remote offices that is
designed to provide automatic, real-time, disk-based data backup for productivity files, Microsoft Exchange,
SQL Server, and business applications, as well as remote laptops and desktops. This appliance also integrates bare
metal restore capability.




Security Application and Services

SonicWALL Internet security appliances are designed to integrate seamlessly with our line of value-added
security applications to provide a comprehensive Internet security solution. With SonicWALL's integrated security
applications and services, we believe users can reduce the integration and maintenance problems that often result
from sourcing, installing, and maintaining security products and services from multiple vendors.

SonicWALL Global VPN Client.  Our virtual private networking capabilities enable communications over the
Internet between geographically dispersed offices, workers, and partners. -

SonicWALL Content Filtering Service. Our content filtering service enables businesses, families, schools
and libraries to control access to objectionable or inappropriate web sites by uniform resource locator (“URL™),
keyword or application type. We offer a content filtering subscription service that provides a list of objectionable
web sites that is antomatically updated on an hourly basis.

SonicWALL Enforced Anti-Virus and Anti-Spyware Client.  Qur enforced anti-virus and anti-spyware sub-
scription service for desktops and laptops integrates with our security appliances to deploy and maintain anti-virus
and anti-spywure software for each user on the network without the need for desktop-by-desktop installation,
configuration, and maintenance. Automatic anti-virus and anti-spyware updates are provided to all network nodes.

SonicWALL Gateway Anti-Virus, Anti-Spyware, and Intrusion Prevention. SonicWALL Gateway Anti-
Virus, Anti-Spyware, and Intrusion Prevention Service is designed to provide a fully integrated approach against
sophisticated application layer and content-based attacks. Utilizing a deep packel inspection architecture, Sonic-
WALL Gateway Anti-Virus, Anti-Spyware, and Intrusion prevention Service is designed to secure the network
from the core to the perimeter against a comprehensive array of dynamic threats and software vulnerabilities.

SonicWALL Backup and Recovery Offsiie Services.  Coupled with SonicWALL CDP, we provide offsite data
proiection at our secure offsite data ceaters. Data replicated to and guarded at SonicWALL data centers is
transmitted and stored with an AES 256-bi. encryption key that is known only to the end user or SonicWALL
channel partner. This service is designed to 2nable customers to recover daia lost in the event of natural disasters
such as floods, fires, and electrical power sarges, or from a theft in the business,

Global Security Management Applications

Today, enterprises and service providers face an increasing security management challenge resulting from
geographically distributed networks. As a distributed network grows and branches into multiple sub-networks
linked by the Internet, so does the complexit7 of managing security policies. A weakness in security implementation
at any remote location can expose the entire network infrastructure to attack.

For network administrators, managing security for distributed networks on a site-by-site basis places a strain
on resources. Visits to remofe sites to setup security, inspect security installations, or provide training to local
personnel is time consuming, expensive anc impractical. Administrators cannot be certain that every installation in
the distributed network is complying with company security policies. To address these realities, SonicWALL'’s
Global Management System (“GMS”) is ¢esigned to provide global security management. This software appli-
cation is designed to provide network administrators with configuration and management tools to globally define,
disuribute, eaforce, and deploy the full ninge of security application services and upgrades for thousands of
SonicWALL Internet security appliances.




Value proposition

The SonicWALL product line of Internet security solutions provides our customers with the following key
benefits:

* High-Performance, Scalable, and Robust Access Security. 'We offer our customers a comprehensive
integrated security solution that includes firewall, VPN, gateway anti-virus, anti-spyware, intrusion pre-
vention, content security, and content filtering. Specifically, we offer the following values:

+ Our access security products protect private networks against Internet-based theft, destruction, or
modification of data, and can automatically notify customers if their network is under certain types
of attack. SonicWALL has been awarded the internationally recognized International Computer Security
Association (“ICSA™) Firewall and VPN Certification.

* Qur SSL-VPN product family provides organizations of various sizes with an affordable, simple and
secure clienttess remote network and application access solution that requires no pre-installed client
software.

* Qur anti-virus services provide comprehensive virus protection with automatic updates and minimal
administration.

» Qur pateway anti-virus, anti-spyware, and intrusion prevention services shield networks from infection
from malicious code by blocking transmissions through the gateway and disrupting background com-
munications from existing spyware programs that transmit confidential data.

« Qur content filtering service enables customers such as businesses, schools, government agencies, and
libraries to restrict access to objectionable or inappropriate web sites.

» Our Secure Content Management solutions provide and end-to-end comprehensive protection against
spam, virus, Spyware, intrusion and other vulnerabilities.

« Qur products can serve a network of sub-10 user segments to all the way up to large enterprise with
thousands of users. Each of our solutions, e.g., Email Security, Content Security Manager, Client Anti-
Virus & Anti-Spyware, etc., work as a standalone solution, but also together to provide layered protection
against a rapidly changing threat environment.

s Ease of Installation and Use. The SonicWALL product line of Internet sccurity solutions delivers
“plug-and-play” appliances designed for easy installation and use. Installation consists of connecting 2
SonicWALL device between the private network and the broadband Internet access device for our access
security products and in front of the e-commerce web server for our transaction security products.
SonicWALL products are configured and managed through a web browser-based interface or through
our GMS with no required reconfiguration of personal computer applications. Specifically, we offer the
following values:

» Qur access security products are pre-configured to interface with major Internet access technologies,
including cable, DSL, Integrated Services Design Network (“ISDN”), Frame Relay, and T-1 via Ethernet.

« Qur transaction security products are compatible with major web server and e-commerce software
products and are designed to operate in the most sophisticated and highest traffic network architectures.

» Qur CSM product can work behind most existing firewalls and VPN appliances.
o Qur Email security solution works with most Email servers.

| » Low Total Cost of Ownership. The SonicWALL product design minimizes the purchase, installation, and
| maintenance costs of Internet security. The suggested retail prices of our security solutions start below $400
’ and scale up to over $35,000.

Reliability. The SonicWALL products are designed for reliability and uptime. Our products use an
embedded single purpose operating system.




* Reduces Recovery Time Objective (RT(}). The SonicWALL CDP series reduces downtime after failure.
Traditional backup technologies requir: the manual process of rotating backup tapes, restoring tapes in
specific orders, and copying data to staging areas before placing the data back into production environments,
The SonicWALL CDP solution reduces this downtime through one click recovery and access te backup data
by any secure, registered user with ass:gned rights on the network

* Provides for Recovery Point Objective (RPO).  After a data loss event, businesses traditionally restore data
typically from a single point in time on cither a daily, weekly, or monthly basis. The SonicWALL CDP series
allows users to recover data to a specifi: point in time since it continuously backs up data thereby allowing
users with privileges to select any previous version of a file and instantly bring it into a product environment,

« Integrated End-to-End Local and Offiite Solution. The SonicWALL CDP product line represents an
integrated end-to-end backup and recovery solution. Traditional multi-vendor solutions typically involve
tape drive vendors, backup software vendors, offsite backup providers, tape transportation and vauliting
providers, and the manual process of managing tapes. The integrated SonicWALL solution solves this
problem by providing a hands-free disk-based continuous solution.

Technology

We have designed our SonicWALL products using a unique combination of proprietary and non-proprietary
hardware and software that delivers Internet security with what we believe is excellent ease-of-use and industry-
leading price/performance.

Appliance Platforms

SonicWALL’s TZ Series appliances are based on a highly integrated system-on-a-chip architecture which
SonicWALL purchases from a third party. SonicWALL’s PRO Series appliances are based on an industry standard
processor architecture coupled to an auxiliary processor purchased from a third party.

The SonicWALL network security appliance solutions provide the following core features:

» Deep Packet Inspection Firewall. Tte core technology is the deep packet inspection firewall software that
examines all layers of the packet (from the physical layer up to application layer) and determines whether to
accept or reject the requested communication based on information derived from previous communications
and the applications in use. Deep paclcet inspection dynamically adjusts based on the changing state of the
communication running across the fiewall and is invisibie to users on the protected network.

* IP Address Management. Our appliances manage the complexity of IP addressing through. Network
Address Translation (“NAT™) tools which allow networks to share a small number of valid public 1P
addresses with an equal or larger munber of client computers on the LAN.

The SonicWALL access security solutions offer the following options for device management:

» Web Browser-Based Managemen: lnterface. This interface is designed to provide an intuitive and
easy-to-use web-based management interface for rapid installation, configuration, and maintenance This
interface can be accessed from any web browser on the internal, private network. This interface can also be
accessed remotely in a secure manner.

* SonicWALL Global Management Svstem. OQur global management system, SonicWALL GMS, is an
enterprise software application that is designed to enable service providers and distributed enterprises to
manage all of their SonicWALL appliances from a central location. SonicWALL GMS is available to use in
Windows NT, Windows 2000 and Sun Solaris operating environments. SonicWALL GMS is also compatible
with leading relational database management systems such as Oracle and Microsoft SQL Server.

* Logging and Reporting. SonicWALL appliances maintain an event log of potential security concerns,
which can be viewed with a web browser or automatically sent on a periodic basis to any e-mail address.
SonicWALL appliances notify the iidministrator of high-priority security issues, such as an attack on a
server, by immediately sending an alert message to a priority e-mail account such as an e-mait pager.
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SonicWALL appliances also provide pre-defined reports that show different views of Internet usage, such as
the most commonly accessed web sites.

_The SonicWALL content security solutions provide the followtng core features:

» SonicWALL Email Security solutions provide inbound and cutbound e-mail management, content com-
pliance capabilities, anti-spam and Time Zero anti-virus technology, DHA, DoS and Zombie attack
protection, end-user spam management, seamless LDAP integration, and robust reporting.

*» SonicWALL Content Security Manager products are appliance-based gateway security and content filtering
solutions that integrate real-time gateway anti-virus, anti-spyware and intrusion prevention to deliver
network protection from Internet threats.

The SonicWALL CDP solutions provide the following core features:

» SonicWALL CDP is a proprietary software/hardware appliance that continuously searches servers, mobile
laptops, and connected desktops for file changes. Our unique Adaptive Replication Engine (ARE) coor-
dinates protection of multiple networked client PCs and servers, updates client servers with latest versions,
and coordinates updates with the SonicWALL web infrastructure.

Applications and Services

SonicWALL Internet security appliances are designed to integrate with 2 complete line of value-added security
services to provide comprehensive Internet security. With SonicWALL's integrated security services, we believe
that integration and maintenance problems that often result from sourcing, installing, and maintaining security
products from multiple vendors are minimized. Our security services are enabled on the base hardware platform via
a software key.

» Content Filtering. Our Internet content filter blocks objectionable content using a list of prohibited URLs
and keywords as well as cookies, Java and ActiveX scripts.

» Gateway Anti-Virus. Our gateway anti-virus service is intended to provide anti-virus protection throughout
a business and across a distributed network and delivers protection for high threat viruses and malaria by
conducting inspections over the most common protocols used in today’s networked environments. Auto-
matic anti-virus updates are available for all network nodes to protect them from new virus outbreaks.

* Anti-Spyware. Qur gateway anti-spyware service is intended to provide anti-spyware protection through-
out a business and across a distributed network and delivers protection for intrusive and unwanted
applications, from being loaded onto user’s computers without their knowledge. Automatic anti-spyware
updates are available for all network nodes to protect them from new virus outbreaks.

= Intrusion Prevention. Qur intrusion prevention service utilizes a configurable, ultra-high performance
deep packet inspection engine to deliver network protection while preventing known buffer overflow
vulnerabilities in software. This service also defends against various worms, Trojans, and backdoor exploits.
The service not only protects networks from attacks originating outside the network (WAN), but also from
internal attacks targeting network segments (LANs), and provides a robust database of attack and vulner-
ability signatures that is dynamically updated as new exploits and vulnerabilities are discovered.

Competition

The market for Internet security solutions is worldwide and highly competitive. Competition in our market has
increased over the past year, and we expect competition to further intensify in the future. There are few substantial
barriers to entry, Additional competition from existing competitors and new market entrants will likely occur in the
future.

Our competitors may be able to respond more quickly than we can to new or emerging technologies and
changes in customer requirements. In addition, our current and future competitors may integrate security solutions
into the infrastructure of their existing product lines, including operating systems, routers, and browsers, in a
manner that may discourage users from purchasing the products and services we offer. Many of our current and
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potential competitors have greater name recoznition, larger customer bases to leverage, and greater access to
proprietary technology, and could therefore gain market share to our detriment. In addition, our current and
potential competitors may consolidate through inergers or acquisitions or establish cooperative relationships among
themselves or with third parties. These actions may further enhance their financial, technical, and other resources.
We expect additional competition as other established and emerging companies enter the Internet security market
and new products and technologies are introd iced.

Principal competitors in our markets include, but are not limited to the following, all of which sell worldwide
or have a presence in most of the major markets for such products:

« Enterprise firewall software vendors such as Check Point, Microsoft, and Symantec;

* Network equipment manufacturers such as Cisco Systems, Lucent Technologies, Nortel Networks and
Nokia;

» Security appliance suppliers such as ¥atchGuard Technologies and Juniper Networks.
+ Content security suppliers such as Baracuda Networks and Secure Computing Corporation.

The market for data loss protection selut ons changes rapidly due primarily to the price drop in disk capacity.
Our primary competitors are tape drive manufacturers, software providers whose software points to tape devices,
and offsite backup providers, Competitive tap: manufacturers include Sony, Hewlett-Packard, and Quantum, while
software competitors include Symantec, Computer Associates, Seagate, and Iron Mountain,

Customer Service and Technical Support

We offer our customers a complete ringe of support programs that include electronic support, product
maintenance and personalized technical support services on a worldwide basis. We offer direct support to customers
in North America, Europe, Japan, and selected countries in Asia Pacific. Support services in other locations are
provided through SonicWALL distributors. We now have customer support centers located in California, Arizona,
The Netherlands, Japan, and India. Portions of the remainder of our technical support function is outsourced to third
party service providers under agreements tiat may be cancelled upon advance written notice of either 90 or
180 days. Outsourcing a portion of our techrical support enables us to reduce fixed overhead and personnel costs
and allows us the flexibility to meet market demand.

QOur standard service offerings include support which is available during normal business hours, as well as an
enhanced offering providing access to support services 24 hours a day, seven days a week. These support offerings
provide problem identification, problem re;:olution, replacement for failing hardware, telephone or web-based
technical support, and firmware updates. For certain large customers, SonicWALL offers custom support agree-
ments that may include additional features including dedicated technical account management, accelerated
escalation, and logistical support.

Customers

We sell our products through distributors to resellers. Our top worldwide distributors based on revenues in the
year ended December 31, 2006 were Alteriative Technology, Ingram Micro, and Tech Data.
End Users

QOur products are sold by our resellers to end-users such as, financial institutions, professional offices, service
providers, healthcare providers, and educarional and other public entities,




Sales and Marketing

Qur sales and marketing efforts focus on successfully penetrating the small to medium size networks used in
enterprises, e-commerce, education, healthcare, and retail/point-of-sale markets. Our marketing programs promote
SonicWALL brand awareness and reputation as a provider of reliable, high-performance, easy-to-use, and
affordable Internet security solutions including a suite of value added support, service, and software offerings.
We try to strengthen our brand through a variety of marketing programs including on-going public relations, our
web site, advertising, direct mail, industry and regional trade shows, and seminars, We intend to continue expanding
and strengthening our indirect channel relationships through additional marketing programs and increased
promotional activities.

We believe that SonicWALL solutions are ideally suited for the indirect channel business model. We market
and sell our solutions in this indirect channel through a two-tiered distribution structure consisting of distributors
and resellers in the United States and over 50 other countries. Distributors and resellers accounted for approx-
imately 98% of our total revenue for the year ended December 31, 2006. Resellers, which include systems
integrators, ISPs, dealers, and mail order online catalogs, generally purchase our products from our distributors and
then sell our products to end-users in our target markets.

We divide our sales organization regionally into the following territories: the Americas; Asia Pacific (APAC);
and Europe, the Middle East and Africa (EMEA). Regional sales representatives manage our relationships with our
network of distributors, value-added resellers, and customers, help our value-added reseller network sell and
support key customer accounts, and act as a liaison between our value-added reseller network and our marketing
organization. The regional sales representative’s primary responsibility is to help the indirect channel succeed and
grow within the territory. We also have an internal sales staff that supports the indirect channel,

Domestic Channel. In the Americas, the primary distributors of our products to resellers are Alternative
Technology, Inc., Tech Data Product Management, Inc., and Ingram Micro, Inc. Alternative Technology accounted
for 18%, 13%, and 7% of total revenue in 2006, 2005, and 2004, respectively. Tech Data accounted for
approximately 18%, 21%, and 21% of total revenue in 2006, 2005, and 2004, respectively. Ingram Micro accounted
for approximately 17%, 18%, and 17% of total revenue in 2006, 2005, and 2004, respectively.

Domestic resellers receive various benefits and product discounts, generally depending on the level of
purchase commitment and achievement. Qur standard reseller program offers access to sales and marketing
materials. Certain of our resellers qualify for our Medallion program, which extends those benefits by adding access
to an expanded set of sales and marketing tools, as well as priority technical support. The top level of that program is
the SonicWALL Gold Partner, where additional benefits such as sales leads, access to additional discounted
demonstration units, and market development funds are available.

International Channel. 'We believe there is a strong international market for our products. International sales
represented approximately 31%, 34%, and 30% of our total revenue in 2006, 2005, and 2004. We direct
substantially all of cur international resellers to the appropriate distributor in each territory. We support our
international distributors by offering customizable marketing materials, sales tools, leads, co-operative marketing
funds, joint advertising, discounted demonstration units, and training. We also participate in regional press tours,
trade shows, and seminars.

Original Equipment Manufacturer Channel.  From time to time we may enter into select original equipment
manufacturer relationships in order to take advantage of opportunities to rapidly penetrate certain target markets.
We believe these opportunities expand our overall market while having a minor impact on our own indirect channel
sales,

Research and Development

We believe that our future success will depend in large part on our ability to develop new and enhanced Internet
security solutions and our ability to meet the rapidly changing needs of our target customers who have broadband
access to the Internet. We focus our research and development on evolving Internet security needs. We have made
substantial investments in hardware, firmware, and software, which are critical to drive product cost reductions and
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higher performance solutions. Qur research and development activities are primarily conducted at our headquarters
facilities in Sunnyvale, California.

Intellectual Property

We currently rely on a combination of patent, trademark, copyright, and trade secret laws, confidentiality
provisions and other contractual provisions to protect our intellectual property. Our intellectual property program
consists of an on-going patent disclosure and application process, the purchase of intellectual property assets from
others and the licensing of intellectual property from others. We plan to continue our aggressive plan to build our
intellectual property portfolio. We believe that the duration of the patents we have been granted is adequate relative
to the expected market lives of our products. Despite our efforts to protect our intellectual property, unauthorized
parties may misappropriate or infringe our intellectual property. We plan to aggressively pursue any such
misappropriation or infringement of our intetlecteal propenty, Our pending patent applications may not result
in the issuance of any patents. Even if we obtain the patents we are seeking, that will not guarantee that our patent
rights will be valuable, create a competitive bairier, or will be free from infringement. Furthermore, if any patent is
issued. it might be invalidated or circumvented or otherwise fail to provide us any meaningful protection. We face
additional risk when conducting business ir countries that have poorly developed or inadequately enforced
intellectual property laws. In any event, competitors may independently develop similar or superior technologies or
duplicate the technologies we have developed, which could substantially limit the value of our intellectual property.

U.S. Government Export Regulation Compliance

Our products are subject to federal export restrictions on encryption strength. Federal legal requirements allow
the export of any-strength encryption to designated business sectors overseas, including U.S. subsidiaries, banks,
financial institutions, insurance companies, and health and medical end users. We have federal export authorization
that allows us to export encryption technology to commercial entities in approved countries. In certain instances, we
require individual export licenses. With appropriate approvals, we are able to export strong encryption to a wide
range of foreign end-users, subject to limitaticns and record-keeping requirements. We require that our distributors
understand these export requirements and camply with them in the sale and distribution of our products,

Manufacturing

We currently outsource our hardware rianufacturing and assembly to contract manufacturers, Flash Elec-
tronics manufactures and assembles many of our products at facilities in both the U.S. and China. Qur current
agreement with Flash Electronics, effective on June 4, 2004, provides for an initial term of one (1) year and
automatic renewal terms of one (1) year each unless cancelled by either party upon 90 days prior written notice.
SerComm Corporation of Taiwan manufactures and assembles certain of our products at facilities located in
Taiwan. Our agreement with SerComm, effective on January 20, 2005, specifies an initial term of one (1) year with
automatic yearly renewal terms unless termin ited by either party upon 90 days prior written notice. Qutsourcing our
manufacturing and assembly enables us to reduce fixed overhead and personnel costs and to provide flexibility in
meeting market demand.

We design and develop the key components for the majority of our products. In addition, we generally
determine the components that are incorporated in our products and select the appropriate suppliers of these
components. Product testing and burn-in are performed by our contract manufacturer using tests that we typically
specify.

As part of our design and development activity, we constantly review environmental regulations in the
jurisdictions in which we do business. Working with our contract manufacturers, we review the applicability of
these regulations to our products and the established timetables for implementation of the regulations to position us
to meet various environmental restrictions on product content.

.

Information about Segments and Geographic Areas

Financial information relating to our segments and information on revenues generated in different geographic
areas are set forth in Note 9, entitled “Segment Reporting,” of the Notes to Consolidated Financial Statements in
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Part II, Item 8 of this report. [n addition, information regarding risks attendant to our foreign operations is set forth
under the heading “RISK FACTORS” included later in this report.

Employees

As of December 31, 2006, we had 436 employees. Of these, 198 were employed in sales and marketing, 45 in
finance and administration, 165 in research and development and 28 in operations. We are not party to any collective
bargaining agreements with our employees and we have not expenenced any work stoppages. We believe we have
excellent relations with our employees.

Where You Can Find More Information

We make our annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and
alt amendments to such reports filed pursuant to Section 13(a) or 15(d} of the Exchange Act, available free of charge
on or through our Internet website located at www. somcwal[ com, as soon as reasonably practicable after they are
filed with or furnished to the SEC.

We also make available on our Internet website our Corporate Governance Principles and other corporate
governance related documents including the charters of the Audit Committee, Compensation Committee, and
Nominations and Corporate Governance Committee of our Board of Directors, the Code of Conduct for all
employees and directors, and our Code of Ethics for Principal Executive and Senior Financial Officers. Such
information is also available in print to stockholders upon request.

ITEM 1A. Risk Factors

You should carefully review the following risks associated with owning our common stock. Our business,
operating results or financial condition could be materially adversely affected in the event any of the following risks
were {0 be realized. You should also refer to the other information set forth in this report and incorporated by
reference herein, including our financial statements and the related notes. Given these risks and uncertainties,
readers are cautioned not to place undue reliance on such forward-looking statements.

Rapid changes in technology, regulatory requirements and industry standards could render our products,
seftware and services unmarketable or obsolete, and we may be unable to successfully introduce new
products and services.

To succeed, we must continually introduce new products, software and services and change and improve our
solutions in response to new competitive product introductions, rapid technological developments, changes in
regulatory requirements, and changes in operating systems, Internet access, application and networking software,
computer and communications hardware, programming tools, computer language technology and other security
threats. Product and service development for security, productivity, mobility, and data protection solutions requires
substantial engineering time and testing. The disparities between the laws and administrative measures adopted by
various jurisdictions in which we do business create uncertainty over the applicability, scope, and form of the
regulations affecting our products and services and the timing for compliance with applicable reguiations.
Releasing new products, software and services prematurely may result in quality problems, and delays may result
in loss of customer confidence and market share. In the past, we have on occasion experienced delays in the
scheduled introduction of new and enhanced products, software and services, and we may experience delays in the
future. We may be unable to develop new products, software, and services or achieve and maintain market
acceptance of them once they have come to market. Furthermore, when we do introduce new or enhanced products,
software and services, we may be unable to manage the transition from previous generations of products or previous
versions of software and services to minimize disruption in customer ordering patterns, avoid excessive inventories
of older products, and deliver enough new products, software, and services to meet customer demand. If any of the
foregoing were to occur, our business could be adversely affected.
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We depend on three major distributors for a significant amount of our revenue, and if they or others
cancel or delay purchase orders, and we are unable 10 offset these cancellations or delays with revenue
Jrom other purchasers, our revenue may decline and the price of our stock may fall.

Sales to three distributors, Alternative Te:hnologies, Tech Data, and Ingram Micro account for a significant
portion of our revenue. For the fiscal years end2d December 31, 2006, 2005 and 2004, substantially all of our sales
were to distributors and resellers as shown in the following table, expressed as a percentage of total revenue:

2006 2005 2004

Distributors/Resellers . . . .. oo i i e e e e e 98% 97% 98%

Sales through Alternative Technologies, Tech Data, and Ingram Micro for the fiscal years ended December 31,
2006, 2005 and 2004 represented the following percentages of total revenue:

Customers 2006 2005 2004

Alternative Technology . ................ e 18% 13% 7%
Tech Data . ... ... e e 18% 21% 21%
Ingram MICTO . .. .. i e it e 17% 18% 17%

For the fiscal year ended December 31, 2006, our top 10 distributors and resellers accounted for 69% of our
total revenue. In 2005 and 2004, our top [0 cistributors and resellers accounted for 66% and 56%, respectively of
total revenue,

We anticipate that sales of our solutions to relatively few distributors will continue to account for a significant
portion of our revenue, Although we have 1enewable one-year agreements with Alternative Technologies, Tech
Data and Ingram Micro and certain other large distributors, these contracts are subject to termination at any time.
We cannot assure you that any of these distributors will continue to place orders with us, that orders will continue at
the levels of previous periods or that we will be able to obtain large orders from new distributors or resellers. If any
of the foregoing should occur, our revenue will likely decline and our business will be adversely affected.

In additon, Alternative Technology, T:ch Data, and Ingram Micro represented the following dollar amount
and percentages of our accounts receivable balance (in millions, except for percentages):

December 31,
2006 2005
Alternative Technology . ... ... ... i $5.3M  23% $05M 4%
Tech Data. .. ... . e 31.9M 8% $t14M  11%
Ingram MICEO . . ..ot e et e et e $40M  17% $20M  15%

The failure of distributors to pay us in a timely manner could adversely affect our balance sheet, our resulis of
operations and our creditworthiness, which could make it more difficult to conduct business.

If we are unable to compete successfully in the highly competitive market for Internet security products,
software, and services, our business could be adversely affected.

The market for Internet security products, software, and services is global and highly competitive. Competition
in our market continues to increase, and ‘ve expect competition to further intensify in the future. There are few
substantial barriers to entry and additionz] competition from existing competitors and new market entrants will
likely occur in the future, Current and potential competitors in our markets include, but are not limited to, Check
Point, Microsoft, Symantec, Cisco Systeins, Lucent Technologies, Nortel Networks, Nokia, WatchGuard Tech-
nologies, and Juniper Networks, all of which sell worldwide or have a presence in most of the major markets for
such products.

Competitors to date have generally 1argeted the security needs of enterprises of every size with firewall and
VPN products that range in price from approximately $250 to more than $30,000. We may experience increased
competitive pressure for some of our products, software, and services. This increased competitive pressure may
result in both lower prices and gross profits. Many of our current or potential competitors have longer operating
histories, greater name recognition, larger customer bases, and significantly greater financial, technical, marketing,
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and other resources than we do. In addition, our competitors may bundle products, software and services that are
competitive to ours with other products, software and services that they may sell 1o our current or potential
customers. These customers may accept these bundled offerings rather than separately purchasing our offerings. If
any of the foregoing were to occur, our business could be adversely affected.

Difficulty predicting our future operating results or profitability due to volatility in general economic
conditions and in the security, productivity, mobility, and data protection markets may result in a
misallocation in spending, and a shortfall in revenue which would harm our operating resulis.

Changes in general economic conditions and the volatility in the demand for network security, content security,
and business continuity solutions are two of the many factors underlying our inability to predict our revenue for a
given period. We base our spending levels for product development, sales and marketing, and other operating
expenses largely on our expected future revenue. A large proportion of our expenses are fixed for a particular
quarter or year, and therefore, we may be unable to implement a decrease in our spending in time to compensate for
any unexpected quarterly or annual shortfall in revenue. As a result, any shortfall in revenue would likely adversely
affect our operating results. For the year ended December 31, 2006, we reported a net loss of $10.8 million. For the
year ended December 31, 2005, we reported a net income of $6.3 million, For the year ended December 31, 2004,
we reported a net loss of $313,000. Our accumulated deficit as of December 31, 2006 is $134.1 million. We do not
know if we will be able to return to or sustain profitability in the future.

The selling prices of our solution offerings may decrease, which may reduce our gross profits.

The average selling prices for our solution offerings may decline as a result of competitive pricing pressures, a
change in our mix of products, software, and services, anticipation of introduction of new functionality in our
products or software, promotional programs and customers who negotiate price reductions in exchange for longer-
term purchase commitments. In addition, competition continues to increase in the market segments in which we
participate and we expect competition to further increase in the future, thereby leading to increased pricing
pressures. Furthermore, we anticipate that the average selling prices and gross profiis for our products will decrease
over product life cycles. We cannot assure you that we will be successful in developing and introducing new
offerings with enhanced functionality on a timely basis, or that our product, software and service offerings, if
introduced, will enable us to maintain our prices and gross profits at current levels. If the price of individual
products, software, or services decline or if the price of our solution offerings decline, our overall revenue may
decline and our operating results may be adversely affected.

We offer retroactive price protection to our major distributors and if we fail to balance their inventory
with end- user demand for our products, our allowance for price protection may be inadequate. This
could adversely affect our results of operations.

We provide our major distributors with price protection rights for inventories of our products held by them. If
we reduce the list price of our products, our major distributors receive refunds or credits from us that reduce the
price of such products held in their inventory based upon the new list price. As of December 31, 2006, we estimated
that approximately $20.5 million of our products in our distributors’ inventory are subject to price protection. We
have issued credits of approximately $481,000, $700,000, and $98,000 of credits under our price protection policies
in 2006, 2005, and 2004, respectively. Future credits for price protection will depend on the percentage of our price
reductions for the products in inventory and our ability to manage the level of our major distributors’ inventory. If
future price protection adjustments are higher than expected, our future results of operations could be materially
adversely affected.

We are dependent on international sales for a substantial amount of our revenue. We face the risk of
international business and associated currency fluctuations, which might adversely affect our operating
results.

International revenue represented 31%, 34%, and 30% of total revenue in 2006, 2005, and 2004, respectively.
We expect that international revenue will continue 1o represent a substantial portion of our total revenue in the
foreseeable future. Our risks of doing business abroad include our ability to structure our distribution relationships
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in a manner consistent with marketplace requirements and on favorable terms, and if we are unable to do so, revenue
may decrease from our international operations. Because our sales are denominated in U.S. dollars, the weakness of
a foreign country’s currency against the dollar could increase the price of our products, software, and services in
such country and reduce our sales by making our products, software, and services more expensive in the local
currency. A weakened dollar could increase the cost of local operating expenses and procurement of raw materials.
We are subject to risks of conducting business internationally, including potential foreign government regulation of
our technology, geopolitical risks associated with political and economic instability, changes in diplomatic and
trade relationships, and changes in foreign countries’ laws affecting such areas as employment relationships,
enviromnental regulation, intellectual property protection and the Internet generally.

Delays in deliveries from our suppliers co.ld cause our revenue to decline and adversely affect our results
of operations.

Qur products incorporate certain compo:ents, component subassemblies or technologies that are available
from single or limited sources of supply. Specifically, our products rely upon components from companies such as
Iwill, Intel, Cavium, and Broadcom. We do not have tong-term supply arrangements with any vendor, and any
disruption in the supply of these products or technologies may adversely affect our ability to obtain necessary
components or technology for our products. f this were to happen, our product shipments may be delayed and
business lost, resulting in a decline in sales. In addition, our products utilize components that have in the past been
subject to market shortages and price fluctuations. If we experience price increases in our product components, we
will experience declines in our gross profit.

We license intellectual property, including! certain databases and software, and if our licensors experience
delays in product updates or provide us with products of substanduard quality, the revenue we receive from
our products and services that use this intellectual property would be at risk.

We have agreements o license intellect al property, including databases and software, which we incorporate
as part of certain of our products and services. Licensors of such databases and sofiware may fail to provide us with
updated products or may experience delays in providing us with updated products. In addition, our licensors may
provide us with products of substandard quality. If either of these events happens, we may be unable to provide our
customers with the appropriate level of functionality in our selution offerings. In that event, our customers may
purchase similar offerings from one of our competitors, or sales to our customers may be delayed. In either case, our
revenue would be adversely affected.

We rely primarily on contract manufacturers for our product manufacturing and assembly, and if these
operations are disrupted for any reason, we may not be able to ship our products.

We outsource our hardware manufacuring and assembly to contract manufacturers. Flash Electronics
manufactures and assembles many of our products at facilities in both the U.S. and China. Our agreement with
Flash Electronics, effective June 4, 2004, specifies an initial term of one (1) year with automatic yearly renewal
terms unless the agreement is terminated by either party upon 90 days prior written notice. SerComm Corporation
of Taiwan manufactures and assembles certzin of our products at facilities located in Taiwan. Our agreement with
SerComm, effective on January 20, 2003, specifies an initial term of one (1) year with automatic yearly renewal
terms unless terminated by either party upor, 90 days prior written notice. Our operations could be disrupted if we
have 10 switch to a replacement vendor or if our hardware supply is interrupted for any reason. In addition, we
provide forecasts of our demand to our contract manufacturers nine months prior to scheduled delivery of products
to our customers. If we overestimate our requirements, our contract manufacturers may have excess inventory,
which would increase our costs. If we underestimate our requirements, our contract manufacturers may have an
inadequate component inventory. which could interrupt manufacturing of our products and result in delays in
shipments and revenue. In addition, lead times for materials and components that we order vary significantly and
depend on factors such as the specific supplier, contract terms and demand for each component at a given time.
Financial problems of our contract manufazturers or reservation of manufacturing capacity by other companies,
inside or outside of our industry, could either limit supply or increase costs. We may also experience shortages of
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components from time to time, which also could delay the manufacturing of our products. If any of the foregoing
occurs we could lose customer orders and revenue could decline.

Sales of our solutions may be adversely affected by various factors which would adversely affect our
revenue.

Sales of our solutions may be adversely affected in the future by changes in the geopolitical environment and
global economic conditions; sales and implementation cycles; changes in our product mix; structural variations in
sales channels; ability of our channel to absorb new product, software and service introductions; acceptance of our
solutions in the market place; and changes in our supply chain model. These changes may result in corresponding
variations in order backlog. A variation in backlog levels could result in less predictability in our quarter-to-quarter
net sales and operating results. Sales may also be adversely affected by tluctuations in demand, price and product
competition in the markets we service, introduction and market acceptance of new technologies and new product,
software or service offerings, and financial difficulties experienced by our distributors, resellers or end-users. We
may, from time to time, experience manufacturing issues that create a delay in our suppliers’ ability to provide
specific components resulting in delayed shipments. To the extent that manufacturing issues and any related
component shortages result in delayed shipments in the future, and particularly in periods when we and our
suppliers are operating at higher levels of capacity, it is possible that revenue could be adversely affected for a
quarter or longer,

Environmental regulations enacted in various jurisdictions in which we do business may increase the
component costs of our products and if we experience delays in shipment of compliant products our
revenue would decline and our operating results would be adversely affected.

Various jurisdictions in which we do business are in the process of implementing environmental directives that
impact manufacturers doing business in those jurisdictions. The disparities between the regulatory frameworks
adopted create uncertainty over the applicability, scope, and form of the regulations affecting our products and the
timing for compliance with the applicable regulations. Certain of these regulations may necessitate changes to the
components used in our products which could result in an increase in product cost and a decrease in our gross profit.
Further, while we and our contract manufacturers constantly review environmental regulations in the jurisdictions
in which we do business, the timetable for implementation of these regulations may result in delays in our ability to
provide compliant products in a timely manner to those markets which would cause our revenues to decline and our
operating results to be adversely affected.

If we fail to maintain an effective system of internal controls, we may not be able to accurately report
our financial results. As a result, current and potential shareholders could lose confidence in our
financial reporting which would harm our business and the trading price of our stock.

Section 404 of the Sarbanes-Oxley Act of 2002 requires our management to report on, and our independent
registered public accounting firm to attest to, the effectiveness of our internal control over financial reporting. We
have an ongoing program to perform the system and process evaluation and testing necessary to comply with these
requirements. We have incurred considerable expense and have devoted additional management resources to on
going Section 404 compliance activity. Effective internal controls are necessary for us to provide reliable financial
reports. If we cannot provide reliable financial reports, our business and operating results could be harmed.

Acquisitions could be difficult to integrate, disrupt our business, dilute shareholder value and the
products and services acquired may not be accepted by the market. As a result, our operating results
would be adversely affected.

We are continually reviewing the market for possible corporate opportunities and we may announce
acquisitions or investments in other companies, products, or technologies in the future. As part of each transaction,
we will be required to integrate operations, train, retain, and motivate the personnel of these entitics. We may be
unable to maintain uniform standards, controls, procedures and policies across our entire enterprise and if the
products and services released as a result of these acquisitions experience quality problems or are otherwise not
accepted by the market, we may suffer a loss of confidence by our distributors and resellers and sales of these
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products and services will not meet expectations. As a consequence, these acquisitions may cause disruptions in our
operations and divert management’s attention from day-to-day operations, which could impair our relationships
with our current employees, customers, and sirategic partners.

We may have to incur debt or issue equity securities to pay for any future acquisitions. The issuance of equity
securities for any acquisition could be substantially dilutive to our shareholders. In addition, due to acquisitions
made in the past, our profitability has suffered because of acquisition-related costs, amortization costs, and
impairment losses for acquired goodwill and other intangible assets.

We cannot be certain that our internal controls over financial reporting will be effective or sufficient
when tested by increased scale of growth or the impact of acquisitions.

It may be difficult to design and implemznt effective internal controls over financial reporting for combined
operations and differences in existing contrls of acquired businesses may resuli in weaknesses that require
remediation when internal controls over financial reporting are combined. Qur ability to manage our operations and
growth will require us to improve our operitions, financial and management controls, as well as our internal
reporting systems and controls. We may not be able to implement improvements to our internal reporting systems
and controls in an efficient and timely manner and may discover deficiencies and weaknesses in existing systems
and conirols especially when such systems and controls are tested by increased scale of growth or the impact of
acquisitions.

We cannot be certain that the remediaticn efforts concerning our internal control over financial reporting
will be effective or sufficient,

In the course of our ongoing evaluation and testing of our internal controls over financial reporting, we
identified areas requiring improvement. We: either have implemented, or are in the process of implementing,
enhanced processes and controls designed to address the issues identified during our ongoing evaluation and testing
process. We cannot be certain that our remediation efforts will be effective or sufficient for us to conclude that such
remediation efforts are successful.

Our Financial Statements could be affected by the need to restate previously issued annual or interim
financial statements.

In the event an error in our financial statements requires us to report that previously reported financial
statements should no longer be relied upon, amended financial statements for such previously reported periods
would be required. In such an event, we may be unable to file our current interim or annual reports with the
Securities and Exchange Commission in a timely fashion and may be subject to delisting by the NASDAQ Global
Market. Furthermore, we may be unable to certify the adequacy of our internal controls over financial reporting and
our independent registered public accounting firm may be unabile to attest thereto. In such circumstances, investors
could lose confidence in our internal controls over financial reporting, our disclosure controls, and the reliability of
our financial statements, which could result in a decrease in the value of our common stock and could cause serious
harm to our business, financial condition, and results of operations.

*

Changes in our effective tax rate may have an adverse effect on our results of operations.

Qur future effective tax rates may be adversely affected by a number of factors including changes in the
valuation of our deferred tax assets; increases in expenses not deductible for tax purposes, including write-offs of
acquired in-process research and development and impairment of goodwill in connection with acquisitions;
changes in share-based compensation expense; and changes in tax laws or the interpretation of such tax laws and
changes in generally accepted accounting principles. Any significant increase in our future effective tax rates could
adversely impact net income for future periods.
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If our estimates or judgments relating to our critical accounting policies are based on assumptions that
change or prove to be incorrect, our operating results could fall below expectations of securities analysts
and investors, resulting in a decline in our stock price.

Our discussion and analysis of financial condition and results of operations in this report is based on our
consolidated financial statements, which have been prepared in accordance with accounting principles generally
accepted in the United States. The preparation of financial statements in conformity with generally accepted
accounting principles requires management to make estimates and assumptions that affect the amounts reported in
the consolidated financial statements and accompanying notes. On an ongoing basis, we evaluate significant
estimates used in preparing our financial statemeats, including those related to: sales returns and allowances; bad
debt; inventory reserves; bonus and commission accruals; warranty reserves; restructuring reserves; intangible
assets; and deferred taxes.

We base our estimates on historical experience and on various other assumptions that we believe to be
reasonable under the circumstances, as provided in our discusston and analysis of financial condition and results of
operations in this annual report, the results of which form the basis for making judgments about the carrying values
of assets and liabilities that are not readily apparent from other sources. Examples of such estimates include, but are
not limited to, those associated with valuation allowances and accrued liabilities, specifically sales returns and other
allowances, allowances for doubtful accounts and warranty reserves. SFAS No. 142 requires that goodwill and other
indefinite lived intangibles no longer be amortized Lo earnings, but instead be reviewed for impairment on an annual
basis or on an interim basis if circumstances change or if events occur that would reduce the fair value of a reporting
unit below its carrying value. We did not incur a goodwill impairment charge in 2006, 2005, or 2004. Actual results
may differ from these and other estimates if our assumptions change or if actual circumstances differ from those in
our assumptions, which could cause our operating results to fall below the expectations of securities analysts and
investors, resulting in a decline in our stock price.

We must attract and retain qualified financial personnel to maintain effective controls over the
application of generally accepted accounting principles within the financial reporting process.

In order to maintain effective controls over the application of certain generally accepted accounting principles
within the financial reporting process the Company must attract and retain a sufficient complement of personnel
with a level of financial reporting expertise commensurate with the Company’s financial reporting requirements.
Competition for qualified personne! with a level of financial reporting expertise commensurate with our financial
reporting requirements is particularly intensc in our marketplace and in our location. We have experienced, and may
continue to experience, difficulty in hiring candidates and retaining employees with appropriate qualifications.

Changes fo our senior management may have an adverse effect on our ability to execute our business
Strategy.

Our future success will depend largely on the efforts and abilities of our senior management to execute our
business plan. Changes in our senior management and any future departures of key employees may be disruptive to
our business and may adversely affect our operations.

We must be able to hire and retain sufficient qualified employees or our business will be adversely
affected.

Our success depends in part on our ability to hire and retain key engineering, operations, finance, information
systems, customer support, and sales and marketing personnel. Our employees may leave us at any time. The loss of
services of any of our key personnel, the inability to retain and attract qualified personnel in the future, or delays in
hiring required personnel, particularly engineering and sales personnel, could delay the development and intro-
duction of, and negatively impact our ability to sell, our products, software and services. We cannot assure you that
we will be able to hire and retain a sufficient number of qualified personnel to meet our business needs.
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We may be unable to adequately protect our intellectual property proprietary rights, which may limit our
ability to compete effectively.

We currently rety on a combination of patent, trademark, copyright, and trade secret laws, confidentiality
provisions and other contractual provisions to protect our intellectual property. Our intellectual property program
consists of an on-going patent disclosure and application process, the purchase of intellectual property assets from
others and the licensing of intellectual property from others. We plan to continue our aggressive plan to build our
intellectual property portfolio. Despite our efiorts to protect our intellectual property, unauthorized parties may
misappropriate or infringe our intellectual property. We plan to aggressively pursue any such misappropriation or
infringement of our intellectual property. Our patent applications may not result in the issuance of any patents. Even
if we obtain the patents we are seeking, that will not guarantee that our patent rights will be valuable, create a
competitive barrier, or will be free from infringement. Furthermore, if any patent is issued, it might be invalidated or
circumvented or otherwise fail to provide us ¢ny meaningful protection. We face additional risk when conducting
business in countries that have poorly developed or inadequately enforced intellectual property laws. In any event,
competitors may independently develop similar or superior technologies or duplicate the technologies we have
developed, which could substantially limit tte value of our intellectual property.

Potential intellectual property claims and' litigation could subject us to significant liability for damages
and invalidation of our proprietary right:.

Litigation over intellectual property rights is not uncommon in our industry. We may face infringement claims
from third parties in the future, or we may have to resort to litigation to protect our intellectual property rights. We
expect that infringement or misappropriation claims will be more frequent as the number of products, feature sets in
software and services and the number of competitors grows in the market segments in which we do business. Any
litigation, regardless of its success, would probably be costly and require significant time and attention of our key
management and technical personnel. An adverse result in litigation could also force us to:

« stop or delay selling, incorporating o: using products that incorporate the challenged intellectual property;
* pay damages; '

* enter into licensing or royalty agree:nents, which may be unavailable on acceptable terms; or

= redesign products or services that incorporate infringing technology.

If any of the above occurs, our revente could decline and our business could suffer.

We have been named as defendant in htigation matters that could subject us to liability for significant
damages.

We are a defendant in on-going litigation matters. No estimate can be made of the possible loss or possible
range of loss, if any, associated with the resclution of these litigation matters. Failure to prevail in these matters
could have a material adverse effect on our consolidated financial position, results of operations, and cash flows in
the future.

In addition, the results of litigation are uncertain and the litigation process may utilize a significant portion of
our cash resources and divert management s attention from the day-to-day operations, all of which could harm our
business.

Any alleged or actual failure of our products, safiware or services to operate as warranted may require us
to defend product liability or breach of warranty claims.

Our products, software and services provide network security, business continuity and content security.
Networks protected by our products, softvrare and services may be vulnerable to electronic break-ins. Because the
techniques used by computer hackers to access or sabotage networks change frequently and generally are not
recognized until launched against a targe!, we may be unable to anticipate these techniques. If a third party were
able to successfully overcome our security measures, such a person or entity could misappropriate customer data,
third party data stored by our customers and other information, including intellectual property. In addition, the
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operations of our end user customers may be interrupted. If that happens, affected end-users or others may file
actions against us alleging product liability, tort, or breach of warranty claims. Although we attempt to reduce the
risk of losses from claims through contractual warranty disclaimers and liability limitations, these provisions may
not be enforceable. Some courts, for example, have found contractual limitations of liability in standard computer
and software contracts to be unenforceable in some circumstances. Defending a lawsuit, regardless of its merit,
could be costly and could divert management attention. Although we currently maintain business liability
insurance, this coverage may be inadequate or may be unavailable in the future on acceptable terms, if at all.
In addition, the market perception of our products, software, and services would likely be adversely affected. This
could cause us to lose current and potential customers, resellers, distributors or other business partners. If any of the
above occurs, our revenue could decline and our business would suffer.

A security breach of our internal systems could harm our business.

Because we provide Internet security, we may be a more attractive target for attacks by computer hackers. We
will not succeed unless the marketplace is confident thar we provide effective Internet security protection, Although
we have not experienced significant damages from acts of sabotage or unauthorized access by a third party of our
internal network, if an actual or perceived breach of Internet security occurs in our internal systems it could
adversely affect the market perception of our products, software and services. In addition, such a security breach
may impact the ability of our company to operate, including the ability to adequately support our customers. If this
happens, our revenue could decline and our business could suffer.

If our transition of certain technical support activities to India is not completed in a timely and efficient
manner, our support costs may increase and our ability to support our customers may be adversely
affected.

We have undertaken a transition of certain technical support activities to a facility located in Pune, India. As
part of the transition, we have established a subsidiary in India, entered into a long-term lease for facilities in India
to support the effort, and have commenced hiring employees. If we are unable to recruit or retain qualified technical
personnel or are unable to build the necessary corporate infrastructure in a timely and efficient manner, the costs
associated with the transition may be greater than anticipated and our ability to provide technical support to our
customers may be adversely affected. If this happens, our financial performance will suffer.

If our solutions do not interoperate with our end customers’ networks, installations could be delayed or
cancelled, which could significantly reduce our revenue.

Our solutions are designed to interface with existing networks of our end-users, each of which have different
specifications and utilize multiple protocol standards. Many of the networks of our end- user’s contain multiple
generations of products that have been added over time as these networks have grown and evolved. Our solutions
must interoperate with the products within these networks as well as with future products that might be added to
these networks in order to meet the requirements of our end-users. If we find errors in the existing software used in
the networks of our end-users, we may elect to modify our software to fix or overcome these errors so that our
solutions will interoperate and scale with their existing software and hardware. If our solutions do not interoperate
properly, installations could be delayed or orders for our solutions could be cancelled, which could significantly
reduce our revenue.

Product errors or defects could result in loss of revenue, delayed market acceptance, and claims against us.

We offer one and two year warranty periods on our products. During the warranty period end users may receive
a refurbished or replacement product for any defective unit subject to completion of certain procedural require-
ments. Qur products may contain undetected errors or defects. If there is a product failure, we may have to replace
all affected products without being able 1o record revenue for the replacement units, or we may have to refund the
purchase price for such units if the defect cannot be resolved. Despite extensive testing, some errors are discovered
only after a product has been installed and used by customers. Any errors discovered after commercial release could
result in loss of revenue and an increase in warranty related claims against us. Such product defects can negatively
impact our products’ reputation and result in reduced sales.
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Industry consolidation may lead to increased competition and may harm our operating results.

There has been a trend toward industry consolidation in our market. We expect this trend toward industry
consolidation to continue as companies attemp. to strengthen or hold their market positions in an evolving industry
and as companies are acquired or are unable to continue operations. We believe that industry consolidation may
result in stronger compelitors that are better able to compete with us. This could lead to more variability in operating
results and could have & material adverse effect on our business. operating results, and financial condition.

If we are unable to meet our future capitul requirements, our business will be harmed.

We expect our cash on hand, cash equivalents, and short-term investments to meet our working capital and
capital expenditure needs for at least the next twelve months. However, at any time, we may decide to raise
additional capital to take advantage of strategic opportunities available or attractive financing terms. If we issue
equity securities, sharcholders may experience additional dilution eor the new equily securities may have rights,
preferences, or privileges senior to those of existing holders of common stock. If we cannot raise funds, if needed,
on acceptable terms, we may not be able to develop or enhance our products, software or services, take advantage of
future opportunities, or respond to competitive pressures or unaaticipated requirements, which could have a
material adverse effect on our business, operating results, and financial condition.

Governmental regulations of imports or 2xports affecting Internet security could affect our revenue.

Any additional governmental regulation of imports or exports or failure to obtain required export approval of
our encryption technologies could adversely affect our international and domestic sales. The United States and
various foreign governments have imposed controls, export license requirements, and restrictions on the import or
export of some technologies, especially encryption technology. In addition, from time to time, governmental
agencies have proposed additional regulation of encryption technology, such as requiring the escrow and gov-
ermnmental recovery of private encryption keys. In response to terrorist activity, governments could enact additional
regulation or restriction on the use, impor., or export of encryption technology. This additional regulation of
encryption technology could delay or prevent the acceptance and use of encryption products and public networks
for secure communications resulting in decrzased demand for our products and services. In addition, some foreign
competitors are subject to less stringent controls on exporting their encryption technologies. As a result, they may
be able to compete more effectively than we can in the United States and the international Internet security market.

Our stock price may be volatile.

The market price of our common stock has been highly volatite and has fluctuated significantly in the past. We
believe that it may continue to fluctuate significantly in the future in response to the following factors, some of
which are beyond our control:

» general economic conditions and the effect that such conditions have upon customers’ purchasing decisions;
* variations in quarterly operating results;

* changes in financial estimates by securities analysts;

+ changes in market valuations of te:hnology and Internet infrastructure companies;

» announcements by us of significan. contracts, acquisitions, strategic partnerships, joint ventures or capital
commitments;

« the accretive or dilutive effects of acquisitions on operating results;
* loss of a major client or failure to complete significant license transactions;
+ additions or departures of key personnel;

*» our ability to remediate material weaknesses andfor significant deficiencies, if any. in internal controls over
financial reporting in an effective and timely manner;

« receipt of an adverse or qualified opinion from our independent auditors regarding our internal controls over
financial reporting;
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* sales of common stock in the future; and

« fluctuations in stock market price and volume, which are particularly commen among highly volatile
securities of Internet-related companies.

The long sales and implementation cycles for our solutions may cause revenue and operating results to
vary significantly.

The decision of an end-user to purchase our solutions often involves a significant commitment of resources and
a lengthy evaluation and qualification process. Throughout the sales cycle, we often spend considerable time
educating our channel partners and providing information for prospective end-users regarding the use and benefits
of our products, software, and services. Budget constraints and the need for muliiple approvals within enterprises,
carriers, and government entities may delay purchase decisions. Failure to obtain the required approval for a
particular project or purchase decision may delay the purchase of our solutions from our channe! partners. As a
result, the sales cycle for our security solutions could be longer than 90 days.

Even after making the decision to purchase our solutions end-users may not deploy these solutions broadly
within their networks. The timing of implementation can vary widely and depends on the skill set of the end-user,
the size of the network deployment, the complexity of the network environment and the degree of specialized
hardware and software configuration necessary to deploy. End-users with large networks usvally expand their
networks in large increments on a periodic basis. Large deployments and purchases of our secunty solutions also
require a significant outlay of capital by the end-user. If the deployment of our solutions in these complex network
environments is slower than expected, sales through our distributors to our resellers would slow, our revenue could
be below our expectations, and our operating results could be adversely affected.

The inability to obtain any third-party license required to develop new products or software or
enhancements to our products or software could require us to obtain substitute technology of lower
quality or performance standards or at greater cost, which could seriously harm our business, financial
condition, and results of operations.

We license intellectual property from third parties to develop new products or software or enhancements to
existing products or software. Third-party licenses may not be available to us on commercially reasonable terms or
at all. The inability to obtain third-party licenses required developing new products or software or enhancements to
existing products or software could require us to obtain substitute technology of lower quality or performance
standards or at greater cost, any of which could seriously harm our business, financial condition, and results of
operations.

Seasonality and concentration of revenue at the end of the quarter could cause our revenue to fall below
the expectations of securities analysts and investors, resulting in a decline in our stock price.

The rate of our domestic and international sales has been and may continue to be lower in the summer months
or be adversely affected by other seasonal factors, both domestically and internationally. During these periods,
businesses often defer purchasing decisions. As a result of customer buying patterns and the efforts of our sales
force to meet or exceed quarterly and year-end quotas, we have historically received a substantial portion of a
quarter’s sales orders and earned a substantial portion of a quarter’s revenue during its tast month of each quarter. If
expected revenue at the end of any quarter is delayed, our revenue for that quarter could fall below the expectations
of securities analysts and investors, resulting in a decline in our stock price.

The requirement to record compensation expense for the value of stock aptions or other stock-based
awards that we issue to our employees will harm our earnings.

We believe that stock options are a key element in our ability to attract and retain employees in the markets in
which we operate. In December 2004, the Financial Accounting Standards Board issued FASB Statement No. 123
(revised 2004), Share-based Payment, which requires public companies to recognize, as an expense, the fair value
of stock option and other share-based compensation to employees. We have adopted these requirements effective in
the annual reporting period commencing January 1, 2006. Prior to this reporting period, we nsed the intrinsic value
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method in accordance with APB 25, This incr:mental share-based compensation expense has and will have a
material adverse effect on our reported results.

Qur business is especially subject fo the risits of earthquakes, floods and other natural catastrophic
events, and to interruption by manmade problems such as computer viruses or terrorism.

Our corporate headquarters, including certain of our research and development operations and some of our
contract manufacturer’s facilities, are located in the Silicon Valley area of Northern California, a region known for
seismic activity. Additionally, certain of our faci ities, which include one of our contracted manufacturing facilities,
are located near rivers that have experienced flooding in the past. A significant natural disaster, such as an
earthquake or a flood, could have a material adverse impact on our business, operating results, and financial
condition. In addition, despite our implementation of network security measures, our servers are vulnerable to
computer viruses, break-ins, and similar disrupt ons from unauthorized tampering with our computer systems. Any
such event coutd have a material adverse effect on our business, operating results, and financial condition. In
addition, the effects of war or acts of terrorismi could have a material adverse effect on our business, operating
results, and financial condition. The continued threat of terrorism and heightened security and military action in
response to this threat, or any future acts of terrorism, may cause further disruptions (o these economies and create
further uncertainties. To the extent that such disruptions or uncertainties result in delays, curtailment or cancel-
lations of customer orders, or the manufacture or shipment of our products, our revenue, gross profits and operating
profits may decline and we may not achieve our financial goals and achieve or maintain profitability.

We face risks associated with changes in tclecommunications regulation and tariffs.

Changes in telecommunications requiremcnts in the United States or other countries could affect the sales of
our products. We believe it is possible that there may be changes in U.S. telecommunications regulations in the
future that could slow the expansion of the service providers’ network infrastructures and materially adversely
affect our business, operating results, and financial condition. Future changes in tariffs by regulatory agencies or
application of tariff requirements to currently untariffed services could affect the sales of our products for certain
classes of customers. Additionally, in the United States, our products must comply with various Federal Com-
munications Commission requirements and regulations. In countries outside of the United States, our products must
meet various requirements of local telecommunications authorities. Changes in tariffs or failure by us to obtain
timely approval of products could have a material adverse effect on our business, operating results, and financial
condition.

Due to the global nature of our business, economic or social conditions or changes in a particular coun-
try or region could adversely affect our sales or increase our costs and expenses, which would have a
material adverse impact on our financial condition.

We conduct significant sales and custoiner support operations in countries outside of the United States.
Accordingly, our future results could be materially adversely affected by a variety of uncontrollable and changing
factors including, among others, political or social unrest or economic instability in a specific country or region;
macro economic conditions adversely affecting geographies where we do business; trade protection measures;
environmental directives and other regulatory requirements which may affect our ability to import or export our
products from various countries; government spending patterns affected by political considerations; and difficulties
in staffing and managing international operations. Any or all of these factors could have a material adverse impact
oft our revenue, costs, expenses, and financial condition.

ITEM 1B. Unresolved Staff Comments
None.
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ITEM 2. Properties

Our corporate headquarters and executive offices are located in approximately 86,000 sqﬁare feet of office
space in Sunnyvale, California under a lease that expires in September 2009.

On December 19, 20006, the Company entered into a lease agreement to lease approximately 19,000 square feet
of office space in Pune, India to carry out certain technical support activities. The lease term is for a period of ten
years commencing on February 2007 and requires a lock in penod of 3 years, after which either party to the contract
can terminate the lease with notice duly given. .

Additional sales and support offices are leased in the India, United Kingdom, France, Switzerland, the
Netherlands, Australia, Brazil, Mexico, Germany, Japan, Sweden, Singapore, Hong Kong, China, Spain, Belgium,
Italy, and Dubai. We believe that our existing facilities are suitable and adequate for our current needs and that the
capacity of such facilities is substantially being utilized or we have plans to utilize it.

ITEM 3. Legal Proceedings

On December 5, 2001, a securities class action complaint was filed in the U.S. District Court for the Southern
District of New York against the Company, three of its officers and directors, and certain of the underwriters in the
Company’s initial public offering in November 1999 and its follow-on offering in March 2000. Similar complaints
were filed in the same court against numerous public companies that conducted initial public offerings (“IPOs”) of
their common stock since the mid-1990s. All of these lawsuits were consolidated for pretrial purposes before Judge
Shira Scheindlin. On April 19, 2002, plaintiffs filed an amended complaint. The amended complaint alleges claims
under the Securities Act of 1933 and the Securities Exchange Act of 1934, and seeks damages or rescission for
misrepresentations or omissions in the prospectuses relating to, among other things, the alleged receipt of excessive
and undisclosed commissions by the underwriters in connection with the allocation of shares of common stock in
the Company’s public offerings. On July 15, 2002, the issuers filed an omnibus motion to dismiss for failure to
comply with applicable pleading standards. On October 8, 2002, the Court entered an Order of Dismissal as to all of
the individual defendants in the SonicWALL IPO litigation, without prejudice. On February 19, 2003, the Court
denied the motion to dismiss the Company’s claims. A tentative agreement has been reached with plaintiff’s counsel
and the insurers for the settlement and release of claims against the issuer defendants, including SonicWALL, in
exchange for a guaranteed recovery to be paid by the issuer defendants’ insurance carriers and an assignment of
certain claims. Papers formalizing the settlement among the plaintiffs, issuer defendants, including SonicWALL,
and insurers were presented to the Court on September 14, 2004, The settlement is subject to a number of
conditions, including approval of the proposed settling parties and the Court. On July 14, 2004, underwriter
defendants filed with the Court a memorandum in opposition to plaintiff's motion for preliminary approval of the
settlement with defendant issuers and individuals. Plaintiffs and issuers subsequently filed papers with the Court in
further support of the settlement and addressing issues raised in the underwriter’s opposition. On February 15, 2005
the Court granted preliminary approval of the settlement, subject to the parties fulfilling certain conditions. To
address the concerns raised by the Court, the parties submitted revised settlement documents that contained a more
limited “bar order” that would not preclude claims by the underwriters for indemnification for an issuer pursuant to
the IPO underwriting agreement. On August 31, 2005, the Court entered an order confirming its preliminary
approval of the settlement. In December 2006, the Second Circuit Court of Appeals reversed the class centification
decision of the District Court in six (6) focus cases. The Disirict Court has agreed to stay all proceedings in the
District Court, including discovery and the consideration of the Issuers’ settlement, pending a decision from the
Second Circuit Court of Appeals on whether it will hear further argument on the class certification issue. If the
settlernent does not occur, and litigation against the Company continues, the Company believes it has a meritorious
defense and intends to defend the case vigorously. No estimate can be made of the possible loss or possible range of
loss, if any, associated with the resolution of this contingency. As a result, no loss has been accrued in the
Company’s financial statements as of December 31, 2006.

On or about July 13, 2006, the parties in the matter of Watchguard Technologies (“Watéhguard") v. Michael
Valentine and SonicWALL, filed in the United States District Court for the Northern District of Texas,
No. 305CV0572K, executed a Settlement and General Release Agreement. On July 20, 2006, the Court approved
the Order Granting Joint Stipulation of Dismissal with Prejudice of Complaint and Counterclaim in this matter. The
Company and Watchguard each issued a press release announcing that the parties had conclusively resolved the
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lawsuit filed by Watchguard and the counterclzim filed in the same action by Mr, Valentine against Watchguard.
The action has been resolved to the mutual satisfaction of the parties. No party to the lawsuit admitted or conceded
any liability and cach party expressly denied any liability. The terms of the resolution are confidential. As a result,
no loss has been accrued in the Company’s financial statements as of December 31, 2006.

On March 13, 2006, eSoft, Inc. (“eSoft”) filed a complaint captioned eSoft, Inc. v. SonicWALL, Inc.,
No. 06-CV-00445, in the United States District Court for the District of Colorado. The Complaint alteged that the
Company has willfully infringed, actively induced the infringement of and/or knowingly contributorily infringed
U.S. Patent No. 6,961,773 (the “773 Patent”) and sought (1} a judgment that the Company has willfully infringed,
actively induced the infringement and/or knowingly contributorily infringed the patent, (2) the award of an
unspecified amount of trebled damages, together with expenses, costs and attorneys’ fees and (3) permanent
injunctive relief restraining and enjoining the Company from infringing the patent. At essentially the same time,
eSoft filed complaints against five (5) other di:fendants alleging infringement of the 773 Patent. In response to a
motion to re-examine filed with the patent office by defendants in two of the other cases, the Company filed a
motion to stay proceedings pending the result; of the re-examination process. eSoft joined in that motion and on
February 12, 2007, the Court granted our mot: on for stay. The length of time that the stay will remain in effect is
uncertain. As a result, no loss has been accrued in the Company’s financial statements as of December 31, 2006.

Additionally, the Company is party to routine litigation incident to its business. The Company believes that
none of these legal proceedings will have a material adverse effect on the Company’s consolidated financial
statements taken as a whole or its results of operations, financial position, and cash flows.

ITEM 4. Submission of Matters to a Vote of Security Holders

None.

PART 11

ITEM 5. Market for Registrant’s Common Equity and Related Stockholder Matters

Our common stock commenced trading on the NASDAQ Global Market on November 11, 1999 and is traded
under the symbol “SNWL”. As of December 31, 20006, there were approximately 112 shareholders of record of the
common stock. The high and low sale prices for the common stock as reported on the NASDAQ Global Market
were:

_High  Low

Fiscal 2005
st QUarter . . o . i e s $ 650 3$5.00
Second QUAMET. . o . ittt e e e e $ 627 $4.97
Third QUArter . . .. .. ... . $ 649 $533
Fourth Quarter . ... ... i e e $ 802 $5.57

Fiscal 2006
st QUarter. . ... e e e $ 874 %6.52
Second QUaMEr. . . . ot e e $9.17 $720
Third Quarter . . . ... ... ... $11.00  $8.71
Fourth QUamer . ... i e e e e e e $11.31 3842

We have never paid a cash dividend on our capital stock. With the exception of the stock repurchase program,
we currently anticipate that we will retain all available funds, for use in our business and we do not currently
anticipate paying any cash dividends.
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STOCK PERFORMANCE GRAPH

Below is a line graph comparing relative performance in the cumulative return to shareholders of our common
stock with the cumulative return on the Nasdaq Composite Index, Russell 2000 Index and RDG Technology
Composite Index over a 60-month period commencing December 31, 2001 and ending on December 31, 2006. This
graph assumes the investment of $100 on December 31, 2001 and the reinvestment of dividends, if any, through
December 31, 2006.

The comparisons shown in the graph below are based upon historical data. We consistently caution that the
stock price performance shown in the graph below is not indicative of, nor intended to forecast, the potential future
performance of our common stock.

COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN*
Among SonicWALL, Inc., the NASDAQ Composite Index, the Russel 2000 Index,
and the RDG Technology Composite Index.
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* $100 invested on 12/31/01 in stock or index-including reinvestment of dividends.
Fiscal year ending December 31.
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ITEM 5c¢. Issuer Purchases of Equity Securities (in thousands, except per-share amounts)

In November 2004, the Company's Board of Directors authorized a stock repurchase program to reacquire up
to $50.0 million of common stock. The term ¢f the stock repurchase plan was set at twelve (12) months from the
date of authorization. In February 2005, the Clompany’s Board of Directors increased the amount authorized for
repurchase from $50.0 million to $75.0 million, extended the term of the program from twelve (12) to twenty-four
(24) months following the date of original authorization, and increased certain predetermined pricing formulas. In
April 2005 the Company’s Board of Directors authorized a modification to the stock repurchase program to delete
certain elements that provided for systematic repurchases.

In February 2006, the Company’s Board of Directors approved an increase in the amount authorized for
repurchase under the Company’s share repurchase program from $75.0 million to $100.0 million and extended the
term of the program from twenty-four (24) months to thirty-six (36) months following the date of original
authorization.

Total Value of Shares That
Number of Average Total Number of Shares May Yet be Purchased
Shares Price Paid Purchased as Part of Publicly  Under the Plans or

Period Purchased per Share Announced Plans or Programs Programs
(In thousands except per share amounts)
January I, 2004 to December 31,2004 ... 3,183  $6.08 3,183 $80,644
January 1, 2005 to December 31, 2005 ... 4,998  $6.05 4,998 $50,426
January 1, 2006 to December 31,2006 ... 2417  $8.73 2417 $29.,326
Total. . ... 10,598 10,598

The aggregate purchase price of the common stock repurchased were $21.1 million, $30.2 million and
$19.4 million, respectively, in fiscal 2006, 2003, and 2004. During the fourth quarter of fiscal 2006, the Company
repurchased and retired in November 974,794 shares of SonicWALL common stock at an average price of
$10.54 per share for an aggregate purchase price of $10.3 million and in December 169,447 shares of SonicWALL
common stock at an average price of $10.07 per share for an aggregate purchase price of $1.7 million. As of
December 31, 2006, the Company had repurchased and retired 10.6 million shares of our common stock at an
average price of $6.67 per share for an aggregate purchase price of $70.7 million since inception of the stock
repurchase program. As of December 31, 206, the remaining authorized amount for stock repurchase under this
program is $29.3 million.
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ITEM 6. Selected Consovlidated Financial Data

The following selected consolidated financial data should be read in conjunction with our consolidated
financial statements and related notes thereto and “Management’s Discussion and Analysis of Financial Condition

and Resuits of Operations” included in this Form 10-K.

Year Ended December 31,

2006 2005 2004 2003 2002
(In thousands, except per share data)

Statements of Operations Data:

Revenue:

Product.......... ... . . i, $ 92,797 § 75,525 $ 82994 $65931 $ 78,184
License and service .. .. ......... ... .0u... 82,741 59,799 42,655 28,470 25,035
Total revenue. . . ........ .. runnnnnann. 175,538 135,324  125.649 94,401 103,219

Cost of revenue:

CProduct ... L. 39,164 27,699 30,118 27913 25,343
License and service . .. ... .. i 12,287 8,031 7,002 5,617 4,659
Amortization of purchased technology . ... ... .. 5,387 4,552 4,543 4,543 4,543

Total costof revenue . . .................. 56,838 40,282 41,663 38,073 34,545

Grossprofit. . .. ... ... . ... .. 118,700 95,042 83,986 56,328 68,674

Operating expenses:

Research and development. . .. ............ .. 33,670 22,768 23,412 19,934 19,203
Sales and marketing. . . .......... .. .. ...... 71,256 53,403 47,353 40,537 43,835
General and administrative. .. ............... 20,324 15,535 14,365 12,118 11,359
Amortization of purchased intangible assets . . . . . 2,721 2,393 3,089 5,333 5,744
Impairment of goodwill . .. .. ... ............ — — -— — 87,640
Restructuring charges (reversals) .. ........... 1,409 — (171) 1,833 3,969
In-process research and development . ... ...... 1,580 — - — —

Total operating expenses. . ... ........... 130,960 94,599 88,048 79,755 171,750

Income (loss) from operations . . ... ............ (12,260) 443 4,062y (23,427) (103,076)

Interest income and other expense, net. .. ........ 9,713 6,867 4,050 4,169 6,044

Income (loss) before income taxes. . ............ (2,547 7,310 (12) (19,258 (97,032)

(Provision for) income taxes . ................. (8,206) (1,034) (301) 1,590 3,119

Net (loss)income . ... innnnnnnn.. $(10,753) § 6276 § (313) $(17,668) $ (93,913)

Net (loss) income per share:

Basic. . . ... ... $ O s 010 % OO § (0260 3 (1.4D)
Diluted .. ... ... ... . L, $ O0INH $ 009 % (000 % (026) § (1.40)

Shares used in computing net (loss) income per

share:
Basic. .. ... ... 65,117 64,684 70,850 67,895 67,124
Diluted .. .. ... ... ... . 65,117 66,797 70,850 67,895 67.124
As of December 11,
2006 2005 2004 2003 2002

Consolidated Balance Sheet Data: (In thousands, except per share data)

Cash and cash equivalents. . .. ............. $ 25927 $42593 § 23446 § 30467 § 23,030

Short-term investments . . . ..., 209,251 197,849 229,226 213,010 209,854

Total assets . . ...t v v e 416,291 387,683 386,845 381,721 405,098

Total shareholders’ equity .. ............... 318,068 320,170 337,976 344269 357,183

Long-term liabilities .. . ................., 6,269 636 — — 12,272
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ITEM 7. Management’s Discussion And Analysis Of Financial Condition And Results Of Operations

This Form 10-K contains forward-lookir g statements which relate to future events or our future financial
performance. In many cases you can identify forward-looking statemenis by terminology such as “may”, “will”
“should,” “expect,” “plan,” “anticipate,” “believe,” “estimate,” "predict,” “potential,” “intend” or “continue,” or
the negative of such terms and other comparable terminology. In addition, forward-looking statements in this
document include, but are not limited to, those regarding the dedication of resources to develop new products and
services and marketing those products and services to channel partners and customers, the introduction of more
service offerings on our platforms as a vehicle to generate additional revenue from our installed base of products;
our ability to deliver comprehensive and projitable solutions to our channel partners, the level of comfort of our
channel pariners in offering our solutions to their customers, the growth of the Network Security, Secure Content
Management and Business Continuity markers, the impact of a failure to achieve greater international sales ,our
ability to maintain and enhance current product lines, develop new products, maintain technological competi-
tiveness and meet the expanding range of cusiomer requirements; our ability to deliver comprehensive solutions to
channel partners, the positive characteristics of our software license and service revenue model on future revenue
growth, the impact on gross margin from factors such as competitive product offerings, product and service mix, new
product introductions and enhancements, fluctuations in manufacturing volume, the cost of components and
manufacturing labor; the direction of sales and marketing expenses toward expansion of markets, introduction of
products and establishment and expansion of new distribution channels; expected growth in license and subscrip-
tion service revenue; the impact on revenue of the combination of subscription services sold in conjunction with new
product offerings; expected competition in tne Internet security market and our ability to compete in markets in
which we participate; impact of service renewal rates on lowering selling and marketing expense, our ability to
achieve increased incremental revenue per transaction through success of our software license and service revenue
model, the impact of IT spending on demand for our products and services, the current and likely future impact of
share based compensation expense as required by SFAS 123R on reported operating results, anticipated revenue
contributions of new products including continuous data protection, email security and SSL-VPN products and
related services; the anticipation that rela‘ively few distributors and resellers will continue to account for a
significant portion of our revenue; our ability to successfully introduce new products and services; pricing
pressures on our solution based offerings; anticipated higher gross margins associated with our license and service
offerings; the future predictability of our reve nue stream; the probability of realization of all deferred tax assets; our
ability to sustain success in targeted verticul markets; assessment of future effective tax rates and the continued
need for a valuation allowance; the possibility of raking an impairment charge associated with the acquisition of
our email security products; the potential fcr product gross margins to erode based upon changes in product mix,
downward pressure on product pricing or upward pressure on production costs, the impact of product mix on
product gross profits; our ability to maintain investiment in current and future product development and enhance-
ment efforts, the introduction af new products and the broadening of existing product offerings, the rate of change of
general and administrative expenses, the impact of geopolitical and macro-economic conditions on demand for our
offerings; the ability of our contract manwacturers to meet our requirements; the belief that existing cash, cash
equivalents and short-term investments will be sufficient to meet our cash requirements at least through the next
twelve months; factors potentially impactir g operating cash flows in future periods; expected fluctuations in day
sales outstanding and the impact of litigation on future liquidity and capital reserves. These statements are only
predictions, and they are subject to risks ¢nd uncertainties. Qur actual results may differ materially from those
anticipated in these forward-looking statements as a result of a variety of factors, including, but not limited 1o, those
set forth herein under the heading “Risk Factors” and also under the heading " Risk Factors”. References to “we,”
“our” and “us” refer to SonicWALL, Inc. and its subsidiaries.

LLT] LT LI LEINT]

Overview

SonicWALL provides network security, content security, and business continuity solutions for businesses of all
sizes. Qur solutions are typically deployed at the edges of, and within small to medium sized local area networks.
These networks are often aggregated into broader distributed deployments to support companies that do business in
multiple physical locations, interconnect their networks with trading partners, or support a mobile or remote
workforce. Qur solutions are sold in over 50 countries worldwide.
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We generate revenue primarily from the sale of four items: (1) products, (2) software licenses, (3) subscriptions
for services such as content filtering, anti-virus protection and intrusion prevention, offsite data backup, email
protection, and (4) other services such as extended warranty and service contracts, training, consulting and
engineering services,

We currently outsource our hardware manufacturing and assembly to contract manufacturers. Flash Elec-
tronics manufactures and assembles many of our products at facilities in both the U.S. and China. SerComm
Corporation of Taiwan manufactures and assembles certain of our products at facilities located in Taiwan.
Outsourcing our manufacturing and assembly enables us to reduce fixed overhead and personnel costs and to
provide flexibility in meeting market demand.

We design and develop the key components for the majority of our products. In addition, we generally
determine the componenis that are incorporated in our products and select the appropriaie suppliers of these
components. Product testing and burn-in are performed by our contract manufacturer using tests that we typically
specify.

We sell our solutions primarily through distributors and value-added resellers, who in mrn sell our products to
end-users. Some of our resellers are carriers or service providers who provide solutions to the end-user customers as
managed services,

We seek to provide our channel partners and customers with differentiated solutions that are innovative, easy to
use, reliable, and provide good value. To support this commitment, we dedicate significant resources to developing
new products and marketing our products to our channel partners and customers.

Key Success Factors of our Business

We believe that there are several key success factors of our business, and that we create value in our business by
focusing on our execution in these areas.

Channel

Our distributors and resellers provide a valuable service in assisting end-users in the design, implementation,
and service of our network security, content security, and business continuity solutions. We support our distribution
and channel partners with sales, marketing, and technical support to help them create and fulfill demand for our
offerings. We also focus on helping our channel partners succeed with our solutions by concentrating on
comprehensive reseller training and certification, and support for our channel’s sales activities.

Product and Service Platform

Our products serve as a platform for revenue generation for both us and our channel partners. Each product sale
can result in additional revenue through the simultaneous or subsequent sale of add-on software licenses, such as
our Global Management System, or through the sale of additional value-added subscription services, such as
Content Filtering; client Anti-Virus and integrated Gateway Anti-Virus; Anti-Spyware and Intrusion Prevention
Services; email protection and off-site data backup. We plan to introduce more service options for our platforms,
which will allow us to generate additional revenue from both our installed base of platforms as well as from those
services coupled to incremental product sales.

Distributed Architecture

Our security solutions are based on a distributed architecture, which we believe allows our offerings to be
deployed and managed at the most efficient location in the network. We are providing our customers and their
service providers with mechanisms to enforce the networking and security policies they have defined for their
business. We also use the flexibility of a distributed architecture to allow us to enable new functionality in already-
deployed platforms through the provisioning of an electronic key, which may be distributed through the Internet.
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Market Acceptance

We began offering integrated security appliances in 1997, and since that time we have shipped approximately
952,000 revenue units. When measured by units shipped, we are typically among the top three suppliers in the
markels in which we compete. Qur experience in serving a broad market anll our installed base of customers
provides us with opportunities to sell our new retwork security, content security, and business continuity solutions
as they become available. The market acceptance of our current solutions provides our current and prospective
channel partners with an increased level of comnfort when deciding to offer our new solutions to their customers.

Integrated Design

Our platforms utilize a highly integrated design in order to improve ease-of-use, lower acquisition and
operational costs for our customers, and enhance performance. Various models also integrate functionality to
support different internet connection alternatives. Every appliance also ships with pre-loaded firmware to provide
for rapid set up and easy installation. Each of these tasks can be managed through a simple web-browser session.

Our Opportunities, Challenges, and Risks

We serve substantial and growing markets for network security, content security, and business continuity. Our
goal is to deliver comprehensive and profitable solutions to our channel partners which address their customers’
needs. We pursue the creation of these solutions through a blend of organic and inorganic growth strategies
including internal development efforts, licens.ng and OEM opportunities, and acquisition of other companies. To
the extent that these efforts result in solutions which fit well with our channel and end-users, we would expect to
generate increasing sales. To the extent that taese efforts are not successful, we would expect to see loss of sales
and/or increased expenses without commensirate return.

Internarional Growth ~

We expect that international revenue wil. continue to represent a substantial portion of our total revenue in the
foreseeable future. Our percentage of sales irom international territories does not represent the same degree of
penetration of those markets as we have achizved domestically. We believe that a significant opportunity exists to
grow our revenue by increasing our internaticnal penetration rate to match the current domestic penetration rate.

If we fail to struciure our distribution relationships in a manner consistent with marketplace requirements and
on favorable terms, the percentage of sales from international territories will decline and the revenue from our
international operations may decrease.

License and Services Revenue

We believe that the software license and services component of our revenue has several characteristics that are
posilive for our business as a whole: our licen ;e and services revenue is associated with a higher gross profit than our
product revenue; the subscription services component of license and services revenue is recognized ratably over the
services period, and thus provides, in the agg egate, a more predictable revenue stream than product revenue, which
is generally recognized at the time of the salz; and to the extent that we are able to achieve good renewal rates, we
have the opportunity to lower our selling and marketing expenses attributable to that segment. We have increased
the rate at which we have been able to license our software and sell our services to both our installed base and in
conjunction with our new solution sales. As it result, we have been able to generate incremental revenue out of each
product transaction. We expect the percentage of our total revenue from license and services to continue to grow.
However, should we not achieve reasonable rates of selling associated services to our installed base or as part of new
solution sales, or realize lower subscription tervice renewal rates, we risk having our revenue concentrated in more
unpredictable product and license sales.

Macro-Economic Factors Affecting I'T Spending

We believe that our products and serv: ces are subject to the macro-economic factors that affect much of the
information technology- (“IT”) market., Growing IT budgets and an increased funding for projects to provide
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security, mobility, data protection, and productivity could drive product upgrade cycles and/or create demand for
new applications of our soluwions. Contructions in IT spending can affect owr revenue by causing projects
incorporating our products and services to be delayed and/or canceled. We believe that demand for our solutions
correlate with increases or decreases in global IT spending.

Critical Accounting Policies and Critical Accounting Estimates

The preparation of our financial statements and related disclosures in conformity with accounting principles
generally accepted in the United States requires us to make judgments, assumptions, and estimates that affect the
amounts reported in our consolidated financial statements and accompanying notes. We believe that the judgments,
assumptions, and estimates upon which we rely are reasonable based upon information available to us at the time
that these judgments, ussumptions, and estimates are made. However, any differences between these judgments,
assumptions, and estimates and actual results could have a material impact on our statement of operations and
financial condition. The accounting policies that reflect our most significant judgments, assumptions, and estimates
and which we believe are criticai in understanding and evaluating our reported financial results inciude: (1) revenue
recognition; (2) sales returns and other allowances, allowance for doubtful accounts, and warranty reserve;
(3) valuation of inventory: (4) accounting for income taxes; (5) valuation of long-lived and intangible assets and
goodwill, and (6) share-based compensation.

Revenue recognition

The Company derives its revenue primarily from the sale of the four items: (1) product, (2) software licenses,
(3) subscriptions for services such as content filtering, anti-virus protection, and intrusion prevention, and (4) other
services such as extended warranty and service contracts, training, consulting, and engineering services. As
described below, significant management judgments and estimates must be made and used in connection with the
revenue recognized in any accounting period. The Company may experience material differences in the amount and
timing of its revenue for any period if the management makes different judgments or utilize different estimates.

The Company recognizes product and service revenues in accordance with SEC Staff Accounting Bulle-
tin No. 101, Revenue Recognition in Financial Statements (SAB No. 101), as amended by SAB No. 101A,
SAB No. 101B, SAB 104, and EITF 00-21.

The Company applies provisions of Statement of Position 97-2, Sofiware Revenue Recognition (SOP No, 97-2),
as amended by Statement of Position 98-9, Modification of SOP 97-2, Software Revenue Recognition, With Respect
to Certain Transactions (SOP No. 98-9), “to all transactions involving the sale of software products and hardware
transactions where the software is not incidental. For hardware transactions where software is incidental, the
Company does not apply separate accounting guidance to the hardware and software elements. The Company
applies the provistons of Emerging Issues Task Force 03-05, Applicability of AICPA Statement of Position 97-2,
Software Revenue Recognition, to Non-Software Deliverables in an Arrangement Containing More-Than-Inci-
dental Software (EITF 03-05), to determine whether the provisions of SOP 97-2 apply 1o transactions involving the
sale of products that include a software component.

The Company recognizes revenue for products when persnasive evidence of an arrangement exists, the product
has been delivered, title and risk of loss have been transferred to the customer, the fee is fixed or determinable, and
collection of the resulting receivable is reasonably assured. While the Company's sales agreements contain standard
terms and conditions, there are agreements that contain non-standard terms and conditions. In these cases,
interpretation of non-standard provisions is required to determine the appropriate accounting for the transaction,

Retroactive price protection rights tied to cenain specific circumstances are contractually offered to the
Company’s channel partners. The Company evaluates these rights carefully based on stock on hand in the channels
that has been purchased within 60 days of the price change with the exception of Ingram Micro and Tech Data.
Revenue from these two distributors is not recognized until they sell the product to their customers. As a
consequence, any requirement to provide price protection credits to these two distributors does not adversely impact
previously recognized revenue. [n general, retroactive price adjustments are infrequent in nature. At December 31,
2006 and 2005, the Company had a reserve for price protection in the amounts of $42,000 and $244,000,
respectively.
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Delivery to domestic channel partners and international channel partners is generally deemed to occur when
we deliver the product to a common carrier. Hovzever, certain distributor agreements provide for rights of return for
stock rotation. These stock rotation rights are generally limited to 15% to 25% of the distributor’s prior 3 to 6 months
purchases or other measurable restrictions, and 've estimate reserves for these return rights as discussed below. Two
of our largest distributors, Ingram Micro and Tech Data, have rights of return under certain circumstances that are
not limited, therefore, we do not deem delivery to have occurred for any sales to Ingram Micro and Tech Data until
they sell the product to their customers.

Evidence of an arrangement is manifested by a master distribution or OEM agreement, an individual binding
purchase order, ur a signed license agreement. [n most cases, sales through our distributors and OEM partners are
governed by a master agreement against which individual binding purchase orders are placed on a trans-
action-by-transaction basis.

At the time of the transaction, the Company assesses whether the fee associated with the transaction is fixed or
determinable, and whether or not collection is reasonably assured. The Company assesses whether the fee is fixed or
determinable based upon of the terms of the binding purchase order, including the payment terms associated with
the transaction. If a significant portion of u fee is due beyond the Company’s normal payment terms, which are
generally 30 to 90 days from invoice date, the tCompany accounts for the fee as not being fixed or determinable. In
these cases, the Company recognizes revenue as the fees become due.

The Company assesses probability of collection based on a number of factors, including past transaction
history with, and credit-worthiness of, the distributor or reseller. The Company does not request collateral from our
distributors or resellers, If the Company determines that collection of a fee is not reasonably assured, it defers the fee
and recognizes revenue at the time collection kecomes reasonably assured, which is generally upon receipt of cash.

For arrangements with multiple obligations (for example, the sale of an appliance which includes mainienance
or a subscription based product), the Company allocates revenue to each component of the arrangement based on
the objective evidence of fair value of the undelivered elements, which is generally the average selling price of each
element when sold separately. This allocation process means that the Company defers revenue from the arrange-
ment equal to the fair value of the undelivered :lements and recognizes such amounts as revenue when the elements
are delivered.

The Company’s arrangements do not generally include acceptance clauses. However, if an arrangement
includes an acceptance provision, recognitior of revenue occurs upon the earlier of receipt of a written customer
acceptance or expiration of the acceptance pariod.

The Company recognizes revenue for subscriptions and services, such as content filtering, anti-virus pro-
tection and intrusion prevention, and extende 1 warranty and service contracts, ratably over the contract term. The
Company’s training; consulting and engineering services are generally billed and recognized as revenue as these
services are performed.

Sales returns and other allowances, allowance for doubtful accounts, and warranty reserve

The preparation of financial statements in accordance with accounting principles generally accepted in the
United States of America requires us to mak: estimates and assumptions that affect the reported amount of assets
and disclosure of contingent assels and liabilities at the date of the financial statements and the reported amounts of
revenues and expenses during the reported period. Specifically, we must make estimates of potential future product
returns and price changes related to current period product revenue. We analyze historical returns, current economic
trends, and changes in customer demand and acceptance of our products when evaluating the adequacy of the sales
returns and other allowances. Significant management judgments and estimates must be made and used in
connection with establishing the sales returns and other allowances in any accounting period. We may experience
material differences in the amount and tiring of our revenue for any period if management makes different
judgments or utilizes different estimates.

In addition, we must make estimates based upon a combination of factors to ensure that our accounts
receivable balances are not overstated due to uncollectibility. We specifically unalyze accounts receivable and
historical bad debts, the length of time re:eivables are past due, macroeconomic conditions, deterioration in
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customer’s operating results or financial position, customer concentrations, and customer credit-worthiness, when
evaluating the adequacy of the allowance for doubtful accounts.

Our appliance products are generally covered by a warranty for a one to two year period. We accrue a warranty
reserve for estimated costs to provide warranty services, including the cost of technical support, product repairs, and
product replacement for units that cannot be repaired. Our estimate of costs to fulfill our warranty obligations is
based on historical experience and expectation of future conditions. To the extent we experience increased warranty
claim activity or increased costs associated with servicing those claims, our warranty accrual will increase, resulting
in decreased gross profit.

Valuation of inventory

We continually assess the valuation of our inventory and periodically write-down the value for estimated
excess and obsolete inventory based upon assumptions about future demand and market conditions. Such estimates
are difficult to make since they are based, in part, on ¢stimates of current and future economic conditions, Reviews
for excess inventory are done on a quarterly basis and required reserve levels are calculated with reference to our
projected ultimate usage of that inventory. In order to determine the ultimate usage, we take into account forecasted
demand, rapid technological changes, product life cycles, projected obsolescence, current inventory levels, and
purchase commitments. The excess balance determined by this analysis becomes the basis for our excess inventory
charge, If actual demand is lower than our forecasted demand, and we fail to reduce manufacturing output
accordingly, we could be required to record additional inventory write-downs, which would have a negative effect
on our gross profit and earnings.

Accounting for income taxes

As part of the process of preparing our consolidated financial statements we are required to estimate our taxes
in each of the jurisdictions in which we operate. This process involves us estimating our actual current tax exposure
together with assessing temporary differences resulting from differing treatment of items, such as deferred revenue,
for tax and accounting purposes. These differences result in deferred tax assets and liabilities, which are included
within our consolidated balance sheet. We must then assess the likelihood that our deferred tax assets will be
recovered from future taxable income and to the extent we believe that recovery is not likely, we must establish a
valuation allowance. To the extent we establish a valuation allowance or increase this allowance in a period, we
must include an expense within the tax provision in the statement of operations.

Management judgment is required in determining our provision for income taxes, our deferred tax assets and
liabilities, and any valuation allowance recorded against our net deferred tax assets. We have established a full
valuation allowance against our deferred tax assets at December 31, 2006 based upon our determination that it is
more likely than not that all of the deferred tax asset may not be realized in the foreseeable future due to historical
operating losses. The net operating losses and research and development tax carryovers that make the vast majority
of the deferred tax asset will expire at various dates through the year 2025. Going forward, we will assess the
continued need for the valuation allowance. After we have demonstrated profitability for a period of time and begin
utilizing a significant portion of the deferred tax assets, we may reverse the valuation allowance, likely resulting in a
significant benefit to the statement of operations in some future period. At this time, we cannot reasonably estimate
when this reversal might occur, if at all.

Valuation of long-lived and intangible assets and goodwill

Purchased intangibles consist of purchased technology, customer installed basefrelationships, customer
backlog and other intangibles. Intangible assets are amortized on a straight-line basis over their estimated uvseful
lives which range from 3 months to six years. Amortization of intangible assets was $8.1 million, $7.4 million, and
$7.6 million in fiscal 2006, 2005, and 2004, respectively. We periodically evaluate our intangible assets for
indications of impairment. If this evaluation indicates that the value of the intangible asset may be impaired, we
make an assessment of the recoverability of the net carrying value of the asset over its remaining useful life. If this
assessment indicates that the intangible asset is not recoverable, based on the estimated undiscounted future cash
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flows of the technology over the remaining arnortization period, we reduce the net carrying value of the related
intangible asset to fair value and may adjust Ihe remaining amortization period.

Goodwill represents the excess of the aggregate purchase price over the fair market value of the net tangible
and intangible assets acquired by the Company Goodwill is tested for impairment in the fourth quarter of each fiscal
year or more often if an event or circumstance:: indicate that an impairment loss has been incurred. An impairment
charge is recognized if a reporting unit’s gcodwill carrying amount exceeds its implied fair value. Goodwill
impairment is determined using a two-step approach in accordance with SFAS 142, Goodwill and Other Intangible
Assets using one or more of the following fair value measures including: present value techniques of estimated
future cash flows; or valuation techniques bzsed on multiples of earnings or revenue, or a similar performance
measure. Any such impairment charge could be significant and could have a material adverse effect on our reported
financial siatements. Based on the impairment tests performed, there was no impairment of goodwill in 2006, 2003,
and 2004. The goodwill recorded as a result of the business combinations in the years presented is not deductible for
tax purposes.

We continually monitor events and changes in circumstances that could indicate carrying amounts of long-
lived assets, including intangible assets, may not be recoverable. When such events or changes in circumstances
occur, we assess the recoverability of long-lived assets by determining whether the carrying value of such assets will
be recovered through undiscounted expected future cash flows. If the total of the future cash flows is less than the
carrying amount of those assets, we record an impairment charge based on the excess of the carrying amount over
the fair value of the assets.

Share-based compensation

On January 1, 2006, we adopted Statement of Financial Accounting Standards No. 123, Accounting for Stock-
Based Compensation (Revised) (SFAS 123R), which requires the measurement and recognition of compensation
expense for all share-based payment awards rnade to employees and directors including employee stock options and
employee stock purchases related to the Employee Stock Purchase Plan (“employee stock purchases”} based on
estimated fair values. SFAS 123R supersedes our previous accounting under Accounting Principles Board Opinion
No. 25, Accounting for Stock Issued to Emplc yees (APB 25) for periods beginning in fiscal 2006. In March 2005, the
SEC issued Staff Accounting Bulletin No. 1€7 (SAB 107) relating to SFAS 123R. We have applied the provisions of
SAB 107 in our adoption of SFAS 123K,

We adopted SFAS 123R using the mociified prospective transition method, which requires the application of
the accounting standard as of January 1, 2006, the first day of our 2006 fiscal year. Our Consolidated Financial
Statements as of and for the year ended December 31, 2006 reflect the impact of SFAS 123R. In accordance with the
modified prospective transition method, ovr Consolidated Financial Statements for prior periods have not been
restated to reflect, and do not include, the impact of SFAS 123R. Share-based compensation expense recognized
under SFAS 123R for the year ended December 31, 2006 was $14.4 million which consisted of share-based
compensation expense related to employee stock options in the amount of $13.7 million and expense related to
employee stock purchases in the amount of :5713,000. The total compensation cost related to non-vested awards not
yet recognized at December 31, 2006 was $25.0 million and the weighted-average period over which the total
compensation cost related to non-vested asvards not yet recognized is expected to be recognized was 2.69 years.

SFAS 123R requires companies to estimate the fair value of share-based payment awards on the date of grant
using an option-pricing model. The value of the portion of the award that is ultimately expected to vest is recognized
as expense over the requisite service periods in our Consolidated Statements of Operations. Prior to the adoption of
SFAS 123R, we accounted for stock-based awards to employees and directors using the intrinsic value method in
accordance with APB 25 as allowed under Statement of Financial Accounting Standards No, 123, Accounting for
Stock-Based Compensation (SFAS 123).

Share-based compensation expense 1ecognized in the Consolidated Statements of Operations for the year
ended December 31, 2006, is based on awards ultimately expected to vest and has been reduced for estimated
forfeitures. Share-based compensation exjense recognized in our Consolidated Statements of Operations for the
year ended December 31, 2006 included compensation expense tor share-based payment awards granted prior to,
but not yet vested as of December 31, 2005 based on the grant date fair value estimated in accordance with the pro
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forma provisions of SFAS 123 and compensation expense for the share-based payment awards granted subsequent
to December 31, 2005 based on the grant date fair value estimated in accordance with the provisions of SFAS 123R.
In conjunction with the adoption of SFAS 123R, we continued to use the straight-line single option method.
SFAS 123R requires forfeitures to be estimated at the time of grant and revised, if necessary, in subsequent periods if
actual forfeitures differ from those estimates. In the pro forma information required under SFAS 123 for the periods
prior to fiscal 2006, we have accounted for forfeitures as they occurred.

Upon adoption of SFAS 123R, we continued to use the Black-Scholes option-pricing model (“Black-Scholes
model”) which was previously used for the Company’s pro forma information required under SFAS 123. Our
determination of fair value of share-based payment awards on the date of grant using an option-pricing model is
affected by our stock price as well as assumptions regarding a number of highly complex and subjective variables.
These variables include, but are not limited to, our expected stock price volatility over the term of the awards, and
actual and projected employee stock option exercise behaviors. Option-pricing models were developed for use in
estimating the value of traded options that have no vesting or hedging restrictions and are fully transferable. Because
employee stock options have certain characteristics that are significantly different from traded options, and because
changes in the subjective assumptions can materially affect the estimated valve, in management’s opinion, the
existing valuation models may not provide an accurate measure of the fair value of our employee stock options.
Although the fair value of employee stock options is determined in accordance with SFAS 123R and SAB 107 using
an option-pricing model, that value may not be indicative of the fair value observed in a willing buyer/willing seller
market transaction.

The information contained in Note 1 to the Consolidated Financial Statements under the caption Share-based
Compensation is hereby incorporated by reference into this Part II, [tem 7.

Significant Transactions
Acgquisitions

On November 28, 2005, the Company purchased Lasso Logic, Inc. (Lasso), a continuous data protection for
backup and recovery solutions for the small and medium business market. The Company acquired Lasso for
approximately $15.8 million in purchase consideration, consisting of cash, assumed stock options in the amount of
$109,000 and $194,000 in direct transactions costs incurred in connection with the acquisition. The Company
believes that Lasso’s data backup solutions will provide a strong entry point to the growing data protection segment.
In addition, certain employees of Lasso became, employees of the Company. Of the total purchase price of
$15.8 million, $3.7 miltion was allocated to purchased technology that will be amortized over its estimated useful
life of five years, approximately $100,000 was allocated to customer relationship and customer backlog that was
amortized over 3 months to one year, $1.3 million was recorded for net tangible assets acquired, and $10.7 million
was ailocated to goodwill.

On November 28, 2005, the Company also acquired certain assets from enKoo Inc. (“enKoo™) for approx-
imately $2.4 million in consideration, consisting of cash and transaction costs. The Company acquired the enKoo
assets for its secure remote access technology and plans to integrate the key features of enKoo's technology into its
SSL-VPN products. The assets acquired from enKoo included certain intangible assets. In addition, certain
employees of enKco became employees of the Company. Of the total purchase price of $2.4 million, $1.1 million
was allocated to purchased technology and will be amortized over its estimated useful life of five years, and less
than $50,000 was allocated to customer relationship and will be amortized over three months. The remaining
$1.3 million was allocated to goodwill.

On February 22, 2006, the Company completed the acquisition of MailFrontier, Inc. (“MailFrontier”) for
approximatety $29.8 million in purchase consideration, consisting of cash of approximately $29.3 million, assumed
stock options with a fair value of $109,000 and direct transaction costs incurred in connection with the acquisition of
approximately $450,000. The Company acquired MailFrontier to expand its offering in secure content manage-
ment, especially in the email security market. MaiiFrontier’s email security solutions protect organizations against
inbound and outbound threats such as “spam”, “phishing”, “viruses”, directory harvest attacks and policy
violations, provide control for content compliance, and enable consolidation of email infrastructure. In addition,

certain employees of MailFrontier became employees of the Company. Of the total purchase price of $29.8 million,
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$1.6 million was allocated to in-process res:arch and development, $2.7 million was allocated to purchased
technology that will be amortized over its estimated useful life of four years, approximately $600,000 was allocated
to customer relationship that will be amortized over six years, approximately $300,000 was allocated to technology
licenses and non-compete covenants that will be amortized over a period of 4 to 24 months, and $3.6 million was
recorded for net liabilities assumed. The remiining $28.2 million was allocated to goodwill.

The Consolidated Financial Statements include the operating results of each business from the date of
acquisition, In accordance with SFAS 141, Business Combinations, the above transactions were accounted for as a
purchase business combination. The Company allocated the purchase price based upon the fair value of the assets
acquired and liabilities assumed. The excess of the purchase price over the fair value of the assets acquired and
liabilities assumed has been allocated to the identified intangible assets in accordance with the requirements of
SFAS 141 and SFAS 142, Goodwill and Other Intangible Assets.

Commercialization of acquired technologies carries a significant risk due to the remaining efforts to achieve
technical viability, rapidly changing customer markets, uncertain standards for new products, and significant
competitive threats. The nature of the efforts to develop these technologies into commercially viable products
consists primarily of planning, designing, experimenting, and testing activities necessary to determine that the
technologies can meet market expectations, including functionality and technical requirements. Failure to bring
products to market in a timely manner could result in a loss of market share or a lost opportunity to capitalize on
emerging markets and could have a material adverse impact on our business and operating results.

Restructuring

During the first quarter of fiscal 2006, the Company commenced the implementation of a 2006 restructuring
plan associated primarily with the integration of companies acquired during the fourth quarter of 2005 and the first
quarter of 2006 as well as other employee reductions for the purpose of better integration and alignment of
Company functions. The information contained in Note 6 to the Consolidated Financial Statements is hereby
incorporated by reference into this Part II, Iiem 7.
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Results of Operations

The following table sets forth financial data for the years indicated as a percentage of total revenue:

Year Ended December 31,
2006 2005 2004

Revenue:
Product. . .. ... e s 529% 3558% 66.1%
License and service. . . ... .. ... . i e e 47.1% 442% 33.9%
Total revenue .. .......... ... . .. . . e 100.0% 100.0% 100.0%
Cost of revenue:
Product. . . ... e e e 223% 205% 24.0%
License and service. ... . ... ... ... .. 10% 59% 5.6%
Amortization of purchased technology .. ................ ... ..... 31% 34% 3.6%
Total costof revenue. . . ... ... .. .. . . . i e 324% 298% 33.2%
Gross profit . ... ... . e e e 67.6% 702% 66.8%
Operating expenses:
Research and development . ..................... ... ... ..... 192% 168% 18.6%
Sales and marketing . .. ... ... ... L. e 40.5% 39.5% 37.7%
General and administrative ... .............. .. ... . ... . ....... 11.6% 11.5% 11.4%
Amortization of purchased intangible assets. . .................... 1.6% 2.1% 2.5%
Restructuring charges (reversals) . . .. ... ...t 08% 00% O.1)%
In-process research and development. . ... ...................... 0.9% 00% 0.0%
Total operating eXpenses . . .. .. ..o i irtine e 74.6% 60699% 70.1%
Income (loss) from operations. ... .......... ... . . .. i J0v%e 03% G.2Y%
Interest income and other expense, net . .. ...... ... ... ... ... . ..., 55% 5.1% 32%
Income (loss) before income taxes . ........... ... ... . 0vvvein.. (1.5% 54% (0.0)%
Provision for income taxes . .. ... ... it 4.60% (08 (0.2)%
Netincome (0SS} . . .. ... i ettt et 6.1)% 4.6% (0.2%)

For the fiscal year ending December 31, 2006, total SFAS 123R share-based compensation cost before taxes as
a percent of total revenue was 8.2% and was allocated as follows: 0.3% to cost of revenue, 2.5% to research and
development, 2.9% to sales and marketing and 2.5% to general and administrative.

Revenue (in thousands, except for Percentage points)

Year Ended December 31, Dollar Change Percent Change
2006 2005 2004 2006 vs. 2005 2005 vs. 2004 2006 vs. 2005 2005 vs. 2004
Product ... ......... $92797 $ 75525 § 82,994 $17,272 $(7,469) 23% (D%
% of total revenue . . 53% 56% 66%
License and service . . ., 82,741 59,799 42,655 22,942 17,144 38% 40%
% of total revenue . , 47% 44% 34%
Total revenue .. .. $175,538  $135,324 3125649 $40,214 $ 9.675 30% 8%

Product revenue

We shipped approximately 193,000, 159,000, and 150,000 total units, respectively, during 2006, 2005 and
2004. The increase in product revenue in 2006 compared to 20035 was primarily due to increased unit sales of new
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products in continuous data protection, email security, and SSL-VPN that were not available in 2005 along with
increased unit sales of our TZ and PRO products. We expect new products to be a continuing source of additional
revenue.

The decrease in product revenue in 2005 as compared to 2004 was primarily due to the mix of sales in all
regions shifting to lower price point products, and a decline in the average sales price per unit of TZ and PRO
product families. These effects were partially offset by an increase in the number of TZ units sold, the introduction
of certain bundled product sclutions, the introduction of SonicPoint G wireless access points and the CSM 2100.

License and Service Revenue

License and service revenue is derived primarily from licensing of software products, such as our Global
Management System, enhancements to ow “SonicOS” operating system, node upgrades, sales of subscription
services such as Content Filtering, Email Security, client Anti-Virus and integrated Gateway Anti-Virus, Anti-
Spyware, and Intrusion Prevention, and extended service contracts. In addition, we generate license and service
revenue from the sale of extended service contracts and professional services related to training, consulting, and
engineering services. We have experienced significant year over year growth in license and services revenue and
expect the market opportunity for our license and subscription service offerings, in particular, 1o grow as customer
awareness around the dynamic requirements of unified network threat prevention and management becomes more
pervasive. In addition, there is an opportunity to sell new subscription service offerings in conjunction with new
product offerings in continuous data protection and email security and to our installed base of customers in the form
of renewals of existing contracts along with additional services. We believe that the combination of subscription
services sold in conjunction with our new product offerings will be a source of additional revenue.

During 2006, revenue from subscripticn service offerings increased to $40.3 million from $24.6 million during
2005. During 2005, revenue from our subscription service offerings increased to $24.6 million from approximately
$13.8 million in 2004. During 2006, revenue from extended service contracts increased to approximately
$31.1 miilion from approximately $22.6 million in 2005. During 2005, revenue from extended service contracts
increased 1o approximately $22.6 million {rom approximately $17.7 million in 2004. The increase in subscription
services and extended service contracts in 2006 was primarily due to the increase of subscription services sold in
conjunction with new hardware appliance sales; an increase in subscription service renewals; increased sales of
software applications; and the introduction of Email Security solutions. The increase in subscription services and
extended service contracts in 2005 was primarily due to the increase of subscription services sold in conjuncticn
with new hardware appliance sales; an increase in subscription service renewals; and increased sales of software
applications.

Channel data

SonicWALL products are sold primarily through distributors who then sell our products to value-added
resellers (VAR’s) who in turn market and sell our products to end-user customers. Channel sales accounted for
approximately 98%, 97%, and 98% of tot: } revenue in 2006, 2003, and 2004, respectively. Alternative Technology,
Tech Data, and Ingram Micro, all of whom are technology product distributors, together accounted for approx-
imately 53%, 52%, and 45% of our reve aue during 2006, 2005, and 2004, respectively

In addition to our distribution channels, we have also historically sold our products to Original Equipment
Manufacturer (“OEM”) partners. Sales to OEM partners were a negligible during 2006 and 2005, and $2.2 million
during 2004.
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Geographic revenue data (in thousands, except for percentage points)

Year Ended December 31, Dollar Change Percent Change
2006 2005 2004 2006 vs. 2005 2005 vs. 2004 2006 vs. 2005 2005 vs, 2004
Americas. ... ... .. $124806 §$ 94956 § 87450 $29,850 $7,506 3% 9%
Percentage of total
Tevenues. . . . . . 1% 70% 70%
EMEA .......... 32.865 23,725 23,275 9,140 450 39% 2%
Percentage of total
revenues. . . . .. 19% 18% 18%
APAC. . ... ....... 17,867 16,643 14924 1,224 1,719 7% 12%
Percentage of total
revenues. . .. .. 10% 12% 12%
Total revenues. . $175,538  §135,324  $125,649 540,214 $9,675 30% 8%

The increase in revenue in the Americas and EMEA in 2006 compared to 2005 was primarily due to
significantly increased sales of our license and subscription services offerings along with increased sales of our TZ
and PRO products and sales of new products in continuous data protection, email security, and SSL-VPN. Revenue
in the Americas included non-U.S, net sales of $5.6 million, $4.4 million, and $3.7 miltion for 2006, 2005, and
2004, respectively. The increase in revenue in APAC in 2006 compared to 2005 was primarily due to significantly
increased sales of our license and subscription service products offset by a slight decrease in unit sales of our TZ
product line.

The increase in revenue in 2005 compared to 2004 in the Americas was primarily due to significantly increased
sales of subscriptions and services offerings, offset by a moderate decrease in product revenue. The decrease in
praduct revenue was primarily caused by a decline in the average sales price per unit of TZ and PRO product
families, partially offset by an increase in the number of TZ units sold. The flat revenue in 2005 compared 10 2004 in
EMEA was primarily due to higher sales of subscriptions and services, offset by lower product unit sales in certain
European countries caused by a decline in the average sales price per unit and a decrease of inventory in the sales
channels. We believe the increase in revenue in 2005 compared to 2004 in APAC was primarily due to our efforts in
strengthening relationships with our channel partners combined with increased marketing activities in the region. In
addition, the hiring of new sales management and dedicated senior sales personnel, has contributed to our growth in
the APAC region during this period.

Cost of Revenue and Gross Profit

The following table shows the cost of revenue for product and the cost of revenue for license and service:

Year Ended December 31, Percent Variance
2006 2005 2004 2006 vs. 2005 2005 vs, 2004
{In thousands)
Product. .. ........ .. .. . $39,164 $27,699 330,118 41% (8)%
License and service . . .. .............. 12,287 8,031 7,002 53% 15%
Amortization of purchased technology . .. . 5,387 4,552 4.543 18% - 0%
Total cost of revenuze . . ............. $56,838 $40,282 $41,663 41% (3%)

Note — Effect of amortization of purchased technology has been excluded from product and license and
service gross profit discussions below.
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The following table shows the gross profit for product and the gross profit for license and service:

Gross Profit

Gross Profit Amount Year Ended

Year Ended December 31, December 31,

2006 2005 2004 2006 2005 2004
(In thousands)
Product .. ... ... i e $ 53,633 $47,826 $52.876 58% 63% 64%
License and SEBIVICE . . ..ottt ii i e e 70,454 51,768 35,653 85% 87% 84%
Amortization of purchased technology. ........ (5,387) (4,552) (4,543)

Total gross profit . ............... ... ... $118,700 $95,042 %83,986 §§% 7_0% 67%

Cost of Product Revenue and Gross Projit

Cost of product revenue includes all csts associated with the production of our products, including cost of
materials, manufacturing and assembly costs paid to contract manufacturers, freight related fulfillment cost,
amortization of purchased technology relaied to our acquisitions, and overhead costs associated with our man-
ufacturing operations. Additionally, warranty costs and inventory provisions or write-downs are included in cost of
product revenue. In 2006, cost of product revenue increased by 17% on a per unit basis while unit shipments
increased by 21%, in comparison to fiscal 20005. The increase in cost on a per unit basis was primarily the resultof a
change in the mix of units sold and increase«t fulfillment costs per unit. The production cost per unit of new products
in continuous data protection, email security and SSL-VPN, that were not available in 2005, was on average higher
than the production cost per unit of our other existing products. In addition, the cost of product revenue includes
share-based compensation cost of $470,000) or 0.5% as a percentage of total product revenue, associated with the
adoption of SFAS 123R. Gross profit from product sales increased while the gross profit percentage decreased in
fiscal 2006 compared to fiscal 2005 primarily due to increased unit volume and average sales prices offset by higher
production costs per unit. We expect future product gross profits to erode to the extent that we experience downward
pressure on product pricing or upward pres sure on production costs. A change in the mix of product sold could also
change product gross profits.

In 2005, cost of product revenue decreased by 13% on a per unit basis despite the increase in shipments of 6%,
in comparison to fiscal 2004. The decrease in cost on a per unit basis was primarily the result of lower production
cost associated with the expansion of our product offerings to include lower cost products, certain favorable reserve
adjustments, and a slight decrease in prodiict cost across all product offerings due to lower component cost. Gross
profit from product sales decreased in 2005 compared to 2004 due to lower average sales prices on higher unit
volume-offset by a decrease in productio cost per unit.

We expect future product gross profits to erode to the extent that we experience downward pressure on product
pricing or upward pressure on production < osts. A change in the mix of product sold could also change product gross
profits.

Cost of License and Service Revenue und Gross Prafit

Cost of license and service revenue includes all costs associated with the production and delivery of our license
and service offerings, including technical support costs related to our service contracts, royalty costs related to
certain subscription offerings, personnel costs retated to the delivery of training, consulting, and professional
services; and cost of packaging materials and related costs paid to contract manufacturers. Cost of license and
service revenue increased by 53% in 2006 as compared to an increase of 15% in 20035 as set forth in the table above.
This increase was due primarily to the technical support costs associated with a larger base of license and
subscription services customers. To deliver services under these contracts, we outsource a significant portion of
technical support delivery to third party service providers. In addition, the cost of license and service revenue
includes share-based compensation cost of $144,000 associated with the adoption of SFAS 123R in 2006.

Cost of license and service revenue increased by 15% in 2005 as compared to 2004 as set forth in the table
above. This increase was primarily caused by technical support costs to support our increased service contract
offerings combined with a larger installcd base of customers. We expect these costs to increase as the number of
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service offerings increase and as our installed base of customers grows. To deliver services under these contracts, we
outsource a significant portion of our technical support function to third party service providers.

Amortization of purchased technology
Year Ended December 31,

2006 2005 2004
(In thousands)

EXpenses ... e e $5,387 $4,552 $4,543
Percentage of total revenue . .............. .. ... .. ... 3% 3% 4%
Year over year change in Dollars . . ... .................. 835 9
Year over year change in Percent. . ... .......... ........ 18% 0%

Amortization of purchased technology represents the amortization of existing technology acquired in our
business combinations accounted for using the purchase method. Purchased technology is being amortized over the
estimated useful lives of four to six years. Amortization for the year-ended December 31, 2006 primarily consisted
of $3.8 million, $742,000, $563,000, and $218,000, relating to the amortization of purchased intangibles associated
with the acquisitions of Phobos, Corporation (“Phobos™) in 2000, Lasso Logic, and enKoo in 2005, and
MailFrontier in 2006, respectively.

Amortization for the years ended December 31, 2005 and 2004 primarily consisted of $4.4 million and
$173,000, relating to the amortization of purchased intangibles associated with the acquisitions of Phobos in 2000
and RedCreek, Inc. (“RedCreek”) in 2001, respectively. In December 2005, an additional $80,000 amortization
expense related to the acquisitions of Lasso Logic, and enKoo was recorded.

Future amortization to be included in cost of revenue based on the current balance of purchased technology
absent any additional investment is as follows {in thousands):

Fiscal Year

00T e e e e e e e e e e $1,635

2008 . e e e e e e e 1,635

2000 . e e e e e e e e e e 1,635

2010 . e e e e e 993

7. 1 3 1 O N —
TOa] . o $5,808

Our gross profit has been and will continue to be affected by a variety of factors, including competition; the
mix of products and services; new product introductions and enhancements; fluctuations in manufacturing
volumes; and the cost of components and manufacturing labor.

Operating Expenses

Research and development
Year Ended December 31,

2006 2005 2004
(In thousands)

EXPemses. o o vttt e e e e e $33,670 522,768 $23,412
Percentage of total revenue .. ....... ... ... ... ... 19% 17% 19%
Year over year change in Dollars . ... ................. 10,902 (644}

Year over year change inPercent . . . .................. 48% 3)%

Research and development expenses primarily consist of personnel costs, contract consultants, outside testing
services and equipment and supplies associated with enhancing existing products and developing new products.
During 2006, the increase in absolute dellars compared to 2005 was primarily due to (1) increased salaries and
benefits of $5.3 million related to personnel added primarily as a result of acquisitions completed in the first quarter
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of 2006 and the fourth quarter of 2005; (2) $4.3 million of share-based compensation expense under SFAS 123R
related to employee stock options and rights granted under employee stock purchase plan; and (3) $403,000
increase in contract labor costs.

During 2005, the decrease in absolute dollars compared to 2004 was primarily as a result of a decrease in
bonuses and other employee benefit expenses of approximately $590,000 and the reduction of expenses allocated
for rent, depreciation, insrance, and information technology administration of approximately $750,000 partially
offset by an increase in contract labor of approximately $360,000 and the Company’s contribution to the defined
contribution retirement plan of approximately $200,000.

We believe that our future performance will depend in large part on our ability to maintain and enhance our
current solution based offerings, develop new «olutions for our customers that achieve market acceptance, maintain
technological competitiveness, and meet an expanding range of customer requirements. We plan to maintain our
investments in current and future product development and enhancement efforts, and incur expense associated with
these initiatives, such as prototyping expens¢ and non-recurring engineering charges associated with the devel-
opment of new products and technologies.

Sales and marketing
Year Ended December 31,

2006 2005 2004
{In thousands)

B PERSES. o i v ettt e $71,256 $53,403 $47,353
Percentage of total revenue .. ........ ... ..o 41% 39% 38%
Year over year change in Dollars .. .................. 17,853 6,050
Year over year change in Percent ... ............... S 3% 13%

Sales and marketing expenses primarily consist of personnel costs, including commissions, costs associated
with the development of our business' and corporate identification, costs related to customer support, travel,
tradeshows, promotional and advertising costs, and related facilities costs. During 2006, the increase in sales and
marketing expenses was attributed to (1) increased personnel costs, including salaries, commissions, related
employee benefits, and increased contract lator expenses, of approximately $9.6 million resulting from higher sales
achievement levels and personnel added as a result of acquisition activities; (2) $4.9 million of share-based
compensation expense under SFAS 123R rel ited to employee stock options and rights granted under the employee
stock purchase plan; (3) an increase of appraximately $2.1 million in expenses associated with outsourced, third-
party activity in connection with subscriptior renewal services; and (4) an increase of approximately $1.4 million in
our co-op advertising costs primarily due to increased sales and the timing of billings to certain distributors.

The increase in sales and marketing expenses in 2005 compared to 2004 was primarily due to (1) higher
personnel costs including salaries, commissions, related employee benefits and employee relocation costs of
approximately $2.3 million due to increased headcount and acquisitions during 2005: (2) higher contract labor costs
of approximately $3.1 million in technical support, sales management, corporate marketing, inside sales, training,
and EMEA marketing; and (3) an increase of approximately $1.1 million related to channel marketing programs,
media advertising, salcs conferences, and European sales and marketing activities. These increases were partially
offset by a decrease in allocated facility ccst and depreciation expense of approximately $600,000.

We expect to direct our sales and maketing expenses toward the expansion of domestic and international
markets, introduction of new products and establishment and expansion of new distribution channels.
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General and administrative

Year Ended December 31,

2006 2005 2004
(In thousands)

EXPEnses. . ot e $20,324 $15,535 $14.365
Percentage of total revenue . ... ...... ... ... .......... 12% 12% 11%
Year over year change in Dollars . . .. ... ... ... ....., 4,789 1,170
Year over year change inPercent. .. ..., .. ... ... ... 31% 8%

General and administrative expenses consist primarily of personnel costs, business insurance, corporate
governance costs, professional fees, travel expense, and related facilities costs. During 2006, the increase in G&A
expenses was primarily due to (1) $4.5 million of share-based compensation expense under SFAS 123R related to
employee stock options and rights granted under the employee stock purchase plan; (2) an increase in salaries and
benefits of $470,000, partially offset by a decrease of contract labor cost of 300,000.

The increase in 2005 compared to 2004 was primarily related to an increase in professional fees of
approximately $1.5 million that were associated primarily with litigation related expenses and expenses associated
with the pursuit of various corporate opportunities and an increase in contract labor expenses of approximately
£190,000. These increases were partially offset by a decrease in insurance related expense of approximately
$420,000, a decrease in the 2004 allowance for doubtful accounts of approximately $125,000 and a decrease in
various bank and credit card processing related fees of approximately $125,000.

We believe that general and administrative expenses will increase in absolute dollars and remain relatively
stable as a percentage of total revenue as we incur costs related to corporate governance matters and the pursuit of
various corporate opportunities.

Amortization of purchased intangible assets included in operating expenses

Year Ended December 31,

2006 2065 2004
(In thousands)

EXPeNSeS . .o e e $2,721 $2,893 $3,089
Percentage of total revenue . .. .. .. .. ... ... .. ... ... 2% 2% 2%
Year over year change in Dollars ., .. . ................... (172) (196)

Year over year change in Percent. ... ... ... .......... (6)% (6%)

Amontization of purchased intangibles represents the amortization of assets arising from contractual or other
legal rights acquired in business combinations accounted for as a purchase except for amortization of existing
technology which is included in cost of revenue. Purchased intangible assets are being amortized over their
estimated useful lives of one to six years.

The reduction in amortization expense included in operating expense in 2006 compared to 2005 was the result
of the completion of amortization of certain intangibles associated with the acquisition of Phobos and RedCreek.
Amortization for 2006 primarily consisted of approximately $2.4 million, $213,000, and $53,000, respectively,
relating to the amortization of purchased intangibles associated with the acquisition of Phobos, MailFrontier, and
Lasso Logic.

The reduction in amortization expense included in operating expense in 2005 compared to 2004 resulted from
the completion of amortization of centain intangibles from various acquisitions. Amortization for 2005 primarily
consisted of $698,000 relating to the amortization of purchased intangibles associated with the acquisition of
Phobos. There was an additional $8,000 amortization expense related to the intangible assets acquired from Lasso in
December 2005.
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Future amortization to be included in operating expense based on current balance of purchased intangibles
absent any additional investment is as follows (in thousands):

Amortization

Fiscal Year _Amount
2007 o e e e e e e e e $220
0101 2 O 124
011 . Y 105
L3 P S 105
20 15 [ PP 105
7. 13 52,25 PR 18
TOMAL v o e e et e e e e e e e e e e e e e e 3677

Restructuring charges
Year Ended December 31,

2006 2005 2004
{In thousands}

EXPENSES « o v\ vvee ettt e $1,400 $ — $(17D
Percentage of total revenue . ... ... ... Lo 1% 0% 0%
Year over year change in Dollars. . . .............. .. o0 1,409 17]

Year over year change in Percent . ......... ... ... ... .. 100% {(100%)

During the first quarter of fiscal 200€, we implemented the 2006 restructuring plan, which was associated
primarily with the integration of companies acquired during the fourth quarter of 2003 and the first quarter of 2006
as well as other employee reductions for “he purpose of improving the integration and alignment of Company
functions. Accordingly, we recorded $1.« million in restructuring expenses related to costs associated with
workforce reduction across multiple geographic regions and functions. Furthermore, we recorded additional
restructuring costs of $835,000 in connection with the integration of acquired businesses. The additional restruc-
turing costs were charged to goodwill and consisted primarily of severance costs of $553,000 and excess facility
costs of $282,000 related to a lease commiment for space no longer needed. As of December 31, 2006, we had no
remaining liability relating to the restructuring.

In 2005, we did not record any restructuring charges. In 2004, we recorded restructuring charges under the
2003 restructuring plan consisting of $5,)00 for properties vacated in connection with facilities consolidation,
offset by the reversal of a $42,000 severar ce accrual for employees who have remained with us, Furthermore, we
recorded additional restructuring charges in 2004 related to the 2002 plan consisting of $21,000 for properties
vacated in connection with facilities consclidation, offset by a $155,000 reversal for a favorable lease modification
related to properties vacated in connecticn with facilities consolidation.

In-Process Research and Developmeni
Year Ended December 31,

2006 2005 2004
(In thousands)
EXPENSES .« o ettt e $1,580 $— $—
Percentage of total tevenue . ... ... ... .. .o 1% 0% 0%
Year over year change inDollars . .. ........ ... 0 1,580 —
Year over year change in Percent. . ... ... ... .. ... ... ...... 100% 0%

Qur methodology for allocating the purchase price for purchase acquisitions to in-process research and
development (“IPR&D”) is determined through established valuation techniques and analysis, as applied in the
high-technology internet security industy. The IPR&D expense, which is from the 2006 MailFrontier acquisition,
is primarily for the development of MailFrontier’s version 5.0. [PR&D is expensed upon acquisition because
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technological feasibility has not been established and no future alternative uses exist. Total IPR&D expense of
$1.6 million was charged to product development expenses on the date the assets were acquired.

The fair value of the existing purchased technology, as well as the technology under development, is
determined using the income approach, which discounts expected future cash flows to present value. The discount
rate used in the present value calculation was derived from a weighted average cost of capital analysis. We consider
this pricing model for products related to this acquisition to be standard within the high-technology internet security
industry. We do not expect to achieve a material amount of expense reductions as a result of integrating the acquired
in-process technology. Therefore, the valuation assumptions do not include significant anticipated cost savings.

The key assumptions underlying the valuation of our 2006 MailFrontier purchase acquisition for which in-
process research and development was recorded were as follows: 1) estimated cost to complete technology at time
of acquisition of less than $500,000; and 2) risk adjusted discount rate of 23%. Other key assumptions include an
expected completion date of less than one year and revenue and expense projections, assuming that the product has
eniered the market. Failure to achieve the expecied levels of revenue and net income from this product will
negatively impact the return on investment expected at the time that the acquisition was completed and may result in
impairment charge. Actual results from the purchase acquisitions to date did not have a material adverse impact on
our business and operating results.

Interest income and other expense, ner.

Interest income and other expense (net} were $9.7 million, $6.9 miliion, and $4.1 million in the years ended
December 31, 2006, 2005 and 2004, respectively and primarily consists of interest income on our cash, cash
equivalents, and short-term investments. The fluctuations in the short-term interest rates directly influence the
interest income we recognize. The increase in 2006 as compared to 2005 was primarily atributed to higher effective
interest rates. The increase in 2005 as compared to 2004 increase was primarily due to higher effective interest rates
earned in our investment portfolio.

Provision for income taxes.
Year Ended December 31,

2006 2005 2004
(In thousands)

Provision for inCome 1axes . . . ... .. e e $(8,206) $(1,034) $(301)
Percentage of income (loss) before taxes ................. 322% 14% 2501%
Percentage of total revenue . . .............. .. ... ...... 4. 1% (0.8)% 0%
Year over year change in Dollars. . . . ................... (7,172} (733)

Year over year change in Percent. . .. ................... 694% 244%

Our effective tax rate differs from the statutory federal and state tax rates for the fiscal year ended December 31,
2006 due primarily to the effect of share-based compensation related to incentive stock options, goodwill and
intangible assets, which are permanent, non-deductible book/tax differences, and the utilization of $6.9 million of
the deferred tax assets derived from previously acquired companies. The cumulative effect of these factors resulted
in a reduction in goodwill. We experienced a significant increase in our effective tax rate in 2006, wel} above the
statutory federal and state tax rates, primarily caused by following factors: (1) as of December 31, 2005, we had
completely utilized the regular net operating losses that were generated by SonicWALL, the remaining net
operating losses consist of stock-option and acquired net operating losses in tax-free transactions and (2) the share-
based compensation expense created permanent and/ or temporary differences. At December 31, 2006, we continue
to have a full valuation allowance against our deferred tax assets based upon our determination that it is more likely
than not that all deferred tax assets may not be realized in the foreseeable future given historical operating losses.
The net operating loss and research and development tax credit carryovers that comprise the vast majority of the
deferred tax assets will expire at various dates through the year 2025.

QOur effective tax rate differs from the statutory federal and state tax rates for the fiscal year ended December 31,
2005 due primarily to the effect of amortization of stock-based compensation, goodwill, and intangible assets,
which are permanent, non-deductible book/tax differences, and the utilization of $885,000 of the deferred tax assets
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derived from previously acquired companics. The cumulative effect of these factors resulted in a reduction in
goodwill. Our effective tax rate differs from the statutory federal and state tax rates for the fiscal years ended
December 31, 2004 due primarily to the =ffect of amortization of stock-based compensation, goodwill, and
intangible assets, which are permanent, non-deductible book/tax differences. In addition, we determined that it is
more likely than not that all deferred tax assets may not be realized in the foreseeable future due to historical
operating losses,

Going forward, we will assess the continued need for the valuation allowance. After we have demonstrated
sustained profitability and begin utilizing a significant portion of the deferred tax assets, we may reverse the

valuation allowance, likely resulting in a significant benefit to the statement of operations in some future period. At
this time, we cannot reasonably estimate when this reversal might occur, if at all.
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Quarterly Resulis of Operations

l The following tables set forth our unaudited quarterly results of operations, in dollars and as a percentage of
total revenue, for the eight quarters ended December 31, 2006. You should read the following tables in conjunction
with the financial statements and related notes contained elsewhere in this Form 10-K. We have prepared this
unaudited information on the same basis as our audited financial statements. These tables inctude all adjustments,
consisting only of normal recurring adjustments, that we consider nécessary for a fair presentation of our financial
position and operating results for the quarters presented. You should not draw any conclusions about our future
results from the results of operations for any quarter.

Year Ended December 31, 2006 Year Ended December 31, 2005
Q4 Q3 Q2 0 Q4 Q3 Q2 o,
(In thousands, except per share data) {In thousands, except per share data)

Revenue: .
Product ,................. $24,917 $24,087 $22,709 $21,084 $19,649 $18,236 $19,032 $18,608
License and service . ......., 21,794 21,103 21,105 18,739 16,766 15782 14,054 13,197
Total revenue . ... ........ 46,711 45,190 43,814 39,823 36,415 34,018 33,086 31,805
Cost of revenue:
Product ,............. ... 10,487 10210 9,571 8896 7,379 6,994 6879 6,447
License and service . ........ 3,257 3,228 3314 2488 2,165 1956 1932 1978
Amortization of purchased
technology .............. 963 1,501 1,558 1,365 1,142 1,138 1,136 1,136
Total cost of revenue ... ... 14,707 14,939 14,443 12,749 10,686 10,088 9947 9561
Grossprofit. ................ 32,004 30,251 29,371 27,074 -25,729. 23,930 23,139 22,244
Operating expenses:
Research and development . . . . 8191 8,391 8758 87330 6,246 5494 35647 5,381
Sales and marketing. ......., 16,789 17,782 18,858 17,827 14,947 13,339 12946 12,171
General and administrative , , . . 5116 5418 4976 4814 4574 3414 3997 3,550
Amortization of purchased
intangible assets . ......... 419 767 734 801 786 701 703 703
Restructuring charges........ — — 17 1,392 — — — —
In-process research and -
development............. — — — 1,580 — — — —
Total operating expenses. . .. 30,515 32358 33,343 34,744 26,553 22,948 23,293 21,805
Income (loss) from operations . . . 1,480 (2,107) (3,972) (7.670) (824) 982 (154) 439
Interest income and other
expense, net. .............. 2,783 2621 2,143 2,166 2,199 1,748 1,564 1,356
Income (loss) before income
TAXES . . . e e 4,272 514 (1,829) (5,504) 1,375 2,730 1410 1,795
Provision for income taxes. . . ... (3,831) (2,756) (1,543) (76) (580 (162 171y (121)
Net income (loss) ............ 3 441 $(2.2423(3372)8(5,5803 795 2,568 1,239 1,674
Net income (loss) per share: N
Basic.................. $ 001 (0.03) (0.0% 0.09% 0.01 0.04 0.02 0.03
Dilated ....:........... $ 001 (0.03) (005 (0.09% 001 0.04 0.02 0.02

Shares used in computing net
income (loss) per share:

Basic.................. 65,855 65329 64479 64828 64,733 64,308 63,995 65,713
Diluted ........ e 69,174 65,329 64,479 64,828 67,503 66,183 65,595 67,998
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Liquidity and Capital Resources

We ended December 31, 2006 with $235.2 million in cash, cash equivalents, and short-term investments,
consisting principally of commercial paper. corporate bonds, U.S. government securities and money market funds,
a decrease of $5.3 million as compared to fiscal 2005 year end. Our primary source of cash is receipts from product,
license, and service revenue. The primary uses of cash are payments for the production of our products, payroll
(salaries and related benefits), acquisition related activity, general operating expenses {marketing, travel, office
rent), and the repurchase of shares of common stock under our share repurchase program.

Operating Activities

Cash provided by operating activities for fiscal 2006 totaled $33.6 million, a $1.1 million increase from 2005.
Cash provided by operating activities was the result of the net loss adjusted by non-cash items such as depreciation
and amortization expense of $10.2 million, SFAS 123R related share-based compensation expense of 13.2 million,
adjustment of goodwill of approximately $6.8 million, in-process research and development expense of $1.6 million
and changes in our operating assets and liabilities of $12.4 million. The main drivers of the changes in operating
assets and liabilities are as follows:

= Accounts receivable increased due to higher sales and the normalization of our collection cycle. Our DSO in
accounts receivable was 45 days at December 31, 2006 compared to 32 days at December 31, 2005. The increase
in DSO at December 31, 2006 as comp wred to December 31, 2005 was primarily due to the timing of shipments
and billings combined with the increase in revenue. Collection of accounts receivable and related DSO will
fluctuate in future periods due to the tirning and amount of our future shipments and billings, the payment terms
that we extend to our customers and the effectiveness of our collection efforts.

s Deferred revenue increased due to in:reased sales of subscription services as well as an increase related to
shipments to distributors whereby revenue is recognized on a sell-through basis. In addition, there was
approximately $2.2 million in deferred revenue derived through the acquisition of MailFrontier.

« The increase in prepaid expenses and other cutrent assets was primarily due to (1) an increase in our restricted
cash in escrow in connection with the acquisition; (2) an increase in our Deferred Compensation asset primarily
from participant contributions; and (3) the deferral of certain cost of goods to match the corresponding deferral of
revenue on certain shipments. '

s The increase in accrued payrolt and related benefits was primarily attributed to (1) an increase in the accrual of
bonuses: (2) an increase in the accrual related to our Deferred Compensation plan; (3) an increase in the amount
withheld and accrued under our ESPP plan; and (4) an increase in our vacation accrual.

» The decrease in accrued restructuring; was caused by the payment of employee severance benefits and facility
costs for space no longer needed in connection with the 2006 Restructuring Plan.

» The increase in other accrued liabilitics was primarily due to (1) an increase in the accrual related to the restricted
cash in escrow in connection with the acquisition of MailFrontier; (2) an increase in the accrual related to royalty
contracts; and (3) an increase in the accrual related to travel expenses.

Cash provided by operating activities was $32.5 million for fiscal 2005; a $15 million increase from 2004.
During 2005, net cash provided by operating activities was generated primarily from net income of $6.3 million,
adjusted by non-cash items such as depreciation and amortization and adjustment of goodwill of approximately
$10.8 million and changes in our operating assets and liabilities of $15.5 million. Accounts receivable decreased
due to enhanced collection effectiveness, the timing of shipments and billings combined with increase in revenue.
Our DSO in accounts receivable was 32 days at December 31, 2005 as compared to 49 days at December 31, 2004.
Deferred revenue increased primarily cue to increased sales of subscription services as well as an increase related to
shipments to distributors where revenue is recognized on a sell through basis. Prepaid expenses and other current
assets increased mainly due to the incease in restricted cash in escrow in connection with the acquisition and the
increase in the trust assets of the defi:rred compensation plan as fully described in Note 11 of the Notes to the
Consolidated Financial Statements.
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Cash provided by operating activities was $17.5 million for fiscal 2004 primarily as a result of a net loss
adjusted by non-cash items, increases in deferred revenue and accrued payroll and related benefits offset by an
increase in accounts receivable and a decrease in accounts payable. Accounts receivable increased due to the timing
of shipments and billings combined with an increase in revenue. Qur DSO at December 31, 2004 was 49 days as
compared to 30 days at December 31, 2003. Deferred revenues increased due to increased sales of subscription and
other services as well as increases related to shipments to distributors where revenue is recognized on a sell-through
basis. Accounts receivable increased due to the timing of shipments and billings combined with an increase in
revenue. Accounts payable decreased due to the timing of payments to our vendors. Accrued payroll and related
benefits increased primarily due to increased accruals resulting from the achievement of certain operating
objectives in fiscal 2004, as part of our annual incentive compensation plan,

In addition, our operating cash flows may be impacted in the future as a result of a number of factors, including
fluctuations in our operating results, accounts receivable collections, inventory management, expensing stock
options, and the timing and amount of tax and the timing of payments to our vendors for accounts payable. For
additional discussion, see the section entitled “Risk Factors” in this Form 10-K.

Investing Activities

Net cash used in investing activities in 2006 was $45.4 million, principally as a result of (1) $11.2 million net
purchase of short-term investments; (2) $29.5 million acquisition of MailFrontier, net of cash acquired; (3) $3.4 mil-
lion purchase of property and equipment; and (4) $1.3 million net increase in restricted cash in escrow. Net cash
provided by investing activities was $10.5 million in 2005, primarily as a result of the net sale of $30.8 million of
short-term investments offset by (1) $18.8 million used for the acquisitions of Lasso Logic and enKoo; and
(2) $1.4 million used for purchases of property and equipment. Net cash used in investing activities was
$19.1 million in 2004, primarily as a result of the net purchase of $17.0 millicn of short-term investments and
$2.1 million used for purchases of property and equipment.

Financing Activities

Net cash used in financing activities in 2006 was $4.8 million, of which cash of $16.3 miilion was provided by
common stock issuances through option exercises or purchase of shares under the employee stock purchase plan,
offset by $21.1 million used to buyback common stock under the Company’s stock repurchase program. In 2005,
cash of $6.3 million was provided by common stock issuances as a result of stock option and employee stock
purchase plan share exercises, offset by $30.2 million used under the Company’s stock repurchase program. In
2004, cash of $13.9 million was provided by common stock issuances as a result of stock option exercises, offset by
$19.4 million used as part of the Company’s stock repurchase program.

Ligquidity and Capital Resource Requirements

We believe our existing cash, cash equivalents, and short-term investments will be sufficient 1o meet our cash
requirements at least through the next twelve months. However, we could elect to seek additional funding prior to
that time. Our future capital requirements will depend on many factors, including our rate of revenue growth, the
timing and extent of spending to support product development efforts and expansion of sales, marketing, and
support operations, the timing of introductions of new products and enhancements to existing products, market
acceptance of our products, and pursuit of corporate opportunities. We cannot assure you that additional equity or
debt financing will be available on acceptable terms or at all. Qur sources of liquidity beyond twelve months, in
management's opinion, will be our then current cash balances, funds from operations and whatever long-term credit
facilities we can arrange, We have no other agreements or arrangements with third parties to provide us with sources
of liquidity and capital resources beyond twelve months. We believe that future liquidity and capital resources will
not be materially affected in the event we are not able to prevail in litigation for which we have been named a
defendant as described in Note 10 to the consolidated financial statements,
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Off-Balance Sheet Arrangements

As of December 31, 2006, we did not have any significant off-balance sheet arrangements, as defined in
Ttem 303(a){4)(ii) of SEC Regulation $-K.

Contractual Obligations

We do not have any debt, long-term obli zations, or long-term capital commitments. The following summarizes
our principal contractual commitments as of December 31, 2006 (in thousands):
Payments Due by Period

Less Than 1to3 Jto5
Contractual Obligations Total One Year Years Years
Operating lease obligations . . ... .................. $ 4,168 $ 706 32,136 81,326
Non-Cancelable Purchase obligations .. ............. $11,392 $i11,392 8§ — 8§ —

We outsource our manufacturing operations to third party contract manufacturers, and at December 31, 2006 it
has purchase obligations totaling $12.3 mi!lion. Of this amount, $9.7 million cannot be cancelled and is payable
within one year. We are contingently liable for any inventory owned by a contract manufacturer that becomes excess
and obsolete. As of December 31, 2006, $¢3,000 had been accrued for excess and obsolete inventory held by our
contract manufacturers. In addition, as of December 31, 2006 and in the normal course of business, we had
$1.7 million in other non-cancelable purchase commitments.

Stock Repurchase Program

In November 2004, the Company’s Board of Directors authorized a stock repurchase program to reacquire up
to $50.0 million of common stock. The term of the stock repurchase plan was set at twelve (12) months from the
date of authorization. In February 2003, t1e Company’s Board of Directors increased the amount authorized for
repurchase from $50.0 million to $75.0 million, extended the term of the program from twelve (12) to twenty-four
(24) months following the date of original authorization and increased certain predetermined pricing formulas. In
April 2005, the Company’s Board of Directors authorized a modification to the stock repurchase program to delete
certain elements that provided for system atic repurchases.

In February 2006, the Company's Board of Directors approved an increase in the amount authorized for
repurchase under the Company’s share repurchase program from $75.0 million to $100.0 million and extended the
term of the program from twenty-four (24) months to thirty-six (36) months following the date of original
authorization. During fiscal year 2006, the Company repurchased 2.4 million shares of SonicWALL common stock
at an average price of $8.73 for an aggegate purchase price of $21.1 million. As of December 31, 2006, the
remaining authorized amount for stock repurchase under this program is $29.3 million.

Recent Accounting Pronouncements

The information contained in Note 1 to the Consolidated Financial Statements under the heading recent
accounting pronouncements is hereby ircorporated by reference into this Part II, Item 7.

ITEM 7A. Quantitative and Qualitative Disclosures about Market Risk
Interest rate risk

Our exposure to market risk for changes in interest rates relates primarily to our cash, cash equivalents, and
short-term investments. In accordance with Statement of Financial Accounting Standards No. 115
(“SFAS No. 115"), “Accounting for Certain Investments in Debt and Equity Securities,” we classified our
short-term investments as available-fo~sale. Consequently, investments are recorded on the balance sheet at
the fair value with unrealized gains ani] losses reported as a separate component of accumulated other compre-
hensive income (loss), net of tax. As of December 31, 2006, our cash, cash equivalents and short-term investments
included money-markets securities, cor yorate bonds, municipal bonds, and commercial paper which are subject to
no interest rate risk when held to matuvity, but may increase or decrease in vatue if interest rates change prior to
matunty.
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As stated in our investment policy, we are adverse to principal loss and further the goal of preservation of our
invested funds by limiting default and market risk. We mitigate default risk by investing in only investment-grade
instruments. We do not use derivative financial instruments in our investment portfolio.

The majority of our short-term investments maturing in more than one year are readily tradable in 7 to 28 days.
Due to this and the short duration of the balance of our investment portfolio, we believe an immediate 10% change
in interest rates would be immaterial to our financial condition or results of operations.

The following table presents the amounts of our short-terin investments that are subject 1o market risk by range
of expected maturity and weighted average interest rates as of December 31, 2006:

Maturing In
Less Than More Than
One Year One Year Total
(In thousands, except percentage data)
Short-term investments. . .. ... .. ... $100,732 $108,519 $209,251
Weighted average interestrate .. ...............c0vun.. 4.53% 5.33%

Foreign currency risk

We consider our exposure to foreign currency exchange rate fluctuations to be minimal. We invoice
substantially all of our foreign customers from the United States in U.S. dollars and substantially all revenue is
collected in U.S. dollars. For the year ended December 31, 2006, we earned approximately 31% of our revenue from
international markets, which in the future may be denominated in various currencies. Because our sales are
denominated in U.S. doliars, the weakness of a foreign country’s currency against the dollar could increase the price
of our products in such country and reduce our product unit sales by making our products more expensive in the
local currency. A weakened dollar could increase the cost of local operating expenses and procurement of raw
materials to the extent we must purchase components in foreign currencies. Additionally, we have exposures to
emerging market currencies, which can have extreme currency volatility. As a result, our operating resulis may
become subject to significant fluctuations based upon changes in the exchange rates of some currencies in relation
to the U.S. dollar and diverging economic conditions in foreign markets. Although we will continue to monitor our
exposure to currency fluctuations, we cannot assure you that exchange rate fluctuations will not affect adversely our
financial results in the future, In addition, we have minimal cash balances denominated in foreign currencies. We do
not enter into forward exchange contracts to hedge exposures denominated in foreign currencies and do not use
derivative financial instruments for trading or speculative purposes.
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REPORT OF ARMANINO MCKENNA LLP, INDEPENDENT REGISTERED
PUBLIC ACCOUNTING FIRM

The Board of Directors and Shareholders, SonicWALL, Inc.

We have audited the accompanying consolidated balance sheets of SonicWALL, Inc. and subsidiaries (the
“Company”) as of December 31, 2006 and 2005, and the related consolidated statements of operations, share-
holders’ equity, and cash flows for each of the years in the two-year period ended December 31, 2006. Our audits
also included the financial statement schedute listed in the Index at Part IV, item 15. These financial statements and
schedule are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements and schedule based on cur audits.

We conducted our audits in accordance with the standards of the Pubtic Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audits to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the consolidated financial position of the Company at December 31, 2006 and 2005, and the consolidated results of
its operations and its cash flows for each of the years in the two-year period ended December 31, 2006, in
conformity with accounting principles generally accepted in the United States of America. Also, in our opinion, the
related financial statement schedule, when considered in relation to the consolidated financial statements taken as a
whole, presents fairly in all material respects the information set forth therein.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the effectiveness of the Company’s internal control over financial reporting as of December 31,
2006, based on criteria established in fnternal Control — Integrated Framework issued by the Commitiee of
Sponsoring Organizations of the Treadway Commission (“CQOSO™) and our report dated March 13, 2007 expressed
an unqualified opinion on management’s assessment of internal control over financial reporting and an unqualified
opinion on the effectiveness of internal control over financial reporting.

/s/f ARMANINO McKENNA LLP

San Ramon, California

March 13, 2007
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REPORT OF ARMANINO MCKENNA LLP, INDEPENDENT REGISTERED
PUBLIC ACCOUNTING FIRM

The Board of Directors and Shareholders, Sonic'VALL, Inc.

We have audited management’s assessment, included in the accompanying Management Report on Internal
Control Over Financial Reporting, appearing under Item 9A, that SonicWALL, Inc. and subsidiaries (the “Com-
pany”) maintained effective internal control over financial reporting as of December 31, 2006, based on criteria
established in Internal Control — Integrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission (“COSO"). The Company’s management is responsible for maintaining effective
internal control over financial reporting and for its azsessment of the effectiveness of internal control over financial
reporting. Our responsibility is to express an opwion on management’s assessment and an opinion on the
effectiveness of the Company’s internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plin and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all material respects. Our audit
included obtaining an understanding of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design andl operating effectiveness of internal control, and performing
such other procedures as we considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion. '

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financia) statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, an1 that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s
assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

In our opinion, management’s assessment that the Company maintained effective internal control over
financial reporting as of December 31, 2006, is fairly stated. in all material respects, based on the COSO criteria,
Also, in our opinion, the Company maintained, in all material respects, effective internal control over financial
reporting as of December 31, 2006, based on the COSO criteria.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the 2006 consolidated financial statements of the Company and our report dated March 13, 2007
expressed an unqualified opinion thereon.

/si ARMANINO McKENNA LLP
San Ramon, California
March 13, 2007
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Shareholders of SonicWALL, Inc.:

In our opinion, the consolidated statements of operations, shareholders’ equity and cash flows for the year
ended December 31, 2004 listed in the accompanying index present fairly, in all material respects, the results of
operations and cash flows of SonicWALL, Inc. and its subsidiaries for the year ended December 31, 2004, in
conformity with accounting principles generaily accepted in the United States of America. In addition, in our
opinion, the financial statement schedule for the year ended December 31, 2004 listed in the accompanying index
presents fairly. in all material respects, the information set forth therein when read in conjunction with the related
consolidated financial statements. These financial statements and financial statement schedule are the responsi-
bility of the Company’s management. Our responsibility is to express an opinion on these financial statements and
financial statement schedule based on our audit. We conducted our audit of these statements in accordance with the
standards of the Public Company Accounting Oversight Board (United States). Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstaternent. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements, assessing the accounting principles used and significant estimates made by management, and
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis for our
opinion.

{8/ PricewaterhouseCoopers LLP
San Jose, California

March 16, 2005, except for the restatement described in Note 13 to the consolidated financial statements included in
the Annual Report on Form 10-K/A for the year ended December 31, 2004 (not presented herein), as to which the
date is May 16, 2005
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SONICWALL, INC.
CONSOLIDATED BALANCE SHEETS

December 31,
2006 2005
(In thousands, except
share data)
ASSETS
Current Assets:
Cash and cash equivalents . ... ... ... uii i $ 25927 § 42,593
SHOIt-(EI IMVESHMEIES . « -« ettt ettt et te oottt e e nnaens 209,251 197,849
Accounts receivable, net of allowance for doukttful accounts of $152 and $123 in
2006 and 2005, respectively . . . ..o vttt 23,205 13,113
TV OT S, « v v v v e e e et et m e et e e e 5,210 3,707
Prepaid expenses and other CUITERt @SSets . . . .. ..o v ie o, 10,888 7,331
TOtal CUITENE ASSELS. & .« o v v oo v et e ettt m e m bt 274,481 264,593
Property and equipment, MEt .. ........cvor conaennn e 4,085 2,595
GoodWill. . . e e 130,399 109,005
Purchased intangibles and other assets, net. . ... ... ... ... o 7,326 11,490
TOAl BSSELS .+ & v v o vt v e et e et e e e e e e s $416,291 % 387,683
LIABILITIES AND SHAREHOLDERS® EQUITY
Current Liabilities:
Accounts payable. . ... .. ... $ 6677 § 7445
Accrued payroll and related benefits. . ... ... ... o e 13,593 9,054
Other accrued labilities . . o o . ottt et e o et e e 9,900 6,277
Deferred VeI .« o ot et e e e e 61,622 44 006
Income taxes payable. .. ... .. ... e 162 95
Total current Labilities . . . . . .. oottt i e e 01,954 66,877
Deferred revenue, NON-CUITEN . . . v v v v v v vt e e e et i an s st e e 6,269 636
Total Habilities . . . . o oottt e e e et 08,223 67,513
Commitments and contingencies (Note 10)
Shareholders’ Equity:
Common stock, no par value; 200,000,000 :hares authorized; 635,385,629 and
65,026,138 shares issued and outstanding . ... ..... ... . oo 453,409 440,172
Accumnulated other comprehensive loss, net .. ... ... i (1,197 (1,367)
Accumulated defiCit. . . ...t i e e e (134,144) (118,635}
Total shareholders” €qUItY. . . . ... oot it i e 318,068 320,170
Total liabilities and shareholders’ equity .. ........ ... . ... $416,291 $ 387,683

The accompanying notes are an integral part of these consolidated financial statements.
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SONICWALL, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS

Year Ended December 31,

2006 2005 2004
(In thousands, except per share data}
Revenue:
Product. . .. ... e e $92797 $ 75525 § 82,994
License and ServiCe. . .. oottt e e 82,741 59,799 42,655
Total revenue ... ... e e e 175,538 135,324 125,649
Cost of revenue:
Product. . . ..o e e e 39,164 27,699 30,118
License and 5€IVICE. . . ... v v it it e et e 12,287 8,031 7,002
Amortization of purchased technology . . .. ... ... ... .. ... ..., 5,387 4,552 4,543
Total cost of revenue . . ... ... .. .. .. e 56,838 40,282 41,663
Grossprofit ... ... .. e 118,700 95,042 83,986
Operating expenses:
Research and development ............ .. ... ... i inn... 33,670 22,768 23412
Sales and marketing . .. ... ... ... . e 71,256 53,403 47,353
General and administrative . .. ... .. .. . o e e 20,324 15,535 14,365
Amortization of purchased intangible assets. .. ................ .. 2,121 2,893 3,089
Restructuring charges (reversals) . .. ....... .. ... .. i, 1,409 — {171}
In-process research and development . .. ....................... 1,580 — —
Total Operating eXpenses . .. ......cutvueir e r e, 130,960 94,599 88,048
Income (loss) from Operations . . . .. ... ..yt e e (12,260} 443 (4,062)
Interest income and other expense, REt .. ...... . ... i, 9,713 6,867 4,050
Income {loss) before income taxes. . . ... ..o it i (2,547) 7,310 (12)
Provision for inCoOme taxes . ...... ... ..t iranroitmneeenin, (8,206) {1,034) (301)
Net income (JO55) . v v vttt et ettt e e $(10,753) % 6,276 $ (313)
Net income (loss) per share:
BasiC . ... e e $ 017) % 010 § (0.00)
Diluted . . ... e e $ 017y % 009 $§ (0.00)
Shares used in computing net income (loss) per share:
BasiC . e e 65,117 64,684 70,850
DHluted . ... e e e e e 65,117 66,797 70,850

The accompanying notes are an integral part of these consolidated financial statements.
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SOMICWALL, INC.
CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY

Accumulated
Other Total
_._ Common Stock Comprehensive Accurnulated  Shareholders’
__ Shares Amount Income (Loss) Deficit Equity
(In thousands, except for share data)
Balance at December 31,2003 ......... 68,613,012 $468,905 $ (38) $(124,598)  $344,269
Issuance of common stock upon exercise
of stock options .. ................ 2,805,521 12,208 12,208
Issnance of common stock in connectton
with the Employee Stock Purchase Plan
(ESPP) . ... i 387,509 1,717 1,717
Stock-based compensation. . ........... — 75 75
Repurchase of common stock .......... (3,183,000) (19,356) (19,356)
Income tax benefit from stock option
EXEICISES . . - o v v iii it e s 184 184
Comprehensive loss: . . ...............
Change in unrealized loss on investment
SECUTTHBS . . . .. v et a e (808) _— {808)
Netloss . .vvviinen iy (313) __ (313)
Total comprehensive loss. .. ....... — (1,121)
Balance at December 31,2004 ., ....... 68,623,042 463,733 (846) (124911} 337,976
Issuance of common stock upon exercise
of stock options . ................. 1,072,878 4,702 4,702
Issuancerof common stock in connection -
with ESPP............ ... . ...... 328,018 1,623 1,623
Stock options assumed in connection with
acquisition . ... .. ool 110 110
Stock-based compensation, . ........... 201 201
Repurchase of common stock .......... (4,997,800) (30,218) (30,218)
Income tax benefit from stock option
BXEICISES . - o . it e 21 21
Comprehensive income:
Change in unrealized loss on investrent
SECUMLIES. . . .o i i e e i et (521) , (521)
Netincome. . . ..ov v eeeeinneennns 6,276 6,276
Total comprehensive income . ... ... , 5,755
Balance at December 31,2005 ......... 65,026,138 440,172 (1,367) (118,635) 320,170
Issuance of common stock upon exercise
of stock options .. ................ 2,362,576 14,123 14,123
Issuance of common stock in connection
with BSPP. . ............ ... ... ... 414,156 2,146 2,146
Stock options assumed in connection with
acquisition ... ... ... 109 109
Share-based compensation. . ........... 13,202 13,202
Repurchase of common stock . . ..., .. (2,417,241)  (16,343) (4,756} (21,099)
Comprehensive loss:
Change in unrealized gain on
investment securities . ............ 170 170
Netloss .. .cvveiiiinneennn. (10,753) (10,753)
Total comprehensive loss. . ........ (10,583)
Balance at December 31,2006 ......... 65,385,629 453,409 (1,197) (134,144) 318,068

The accompanying notes are an integral part of these consolidated financial statements.
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SONICWALL, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

Year Ended December 31,
2006 2005 2004
(In thousands)

Cash flows from operating activities:
Net income (1058) .+« v v vt e ettt e e $£(10753) $ 6276 $§ (313)
Adjustments to reconcile net income (loss) to net cash provided by
operating activities:

Depreciation and amortization ... ........................ 10,246 9,847 11,216

. Adjustment of goodwill . .. ... .. ... ... .. ... .. ... 6,826 885 —

i In process research and development . ..................... 1,580 — —
Share-based compensation expense related to employee stock

optionsand ESPP . ... ... .. ... ... ... L, 13,202 201 75

Income tax benefit from exercise of employee stock options . . . .. — 22 184

Change in allowance for doubtful accounts and others. ......... 61 (110) (104}

Non-cash restructuring charges (reversals). ... ............... — — (171}

Changes in operating assets and liabilities, net of effects of
businesses acquired:

Accounts receivable .. ... ... .. . e (8,899) 1,158 (4,936)
IOVERLOTIES © « v v e e v ettt e e e et e e e e e (1,543) (1,342) (236)
Prepaid expenses and other current assets . ................ (2,039 (3,099) 520
Other assets . .. ...t (346) 315 (284)
Accounts payable . . ... ... ... L e (2,331) 1,592 (1,639)
Accrued payroll and related benefits . . ... ................ 4,071 1,537 2,354
Accrued reStructuring . . .. ... ... .. e (828) (398) (682)
Other accrued habilities . ... ... . o 3,404 1,554 889
Deferred revente . . . . ... ... . e 20,854 14,469 10,993
Income taxes payable . ... ... ... ... .. .. ... . .. 67 (405) (327

Net cash provided by operating activities. . . .., ..... ..., 33,572 32,502 17,539

Cash flows from investing activities:

Purchase of property and equipment. . ... ......... ... ........ (3,378) (1,440) (2,105)
Cash paid for acquisitions, net of cash acquired . .. ............. (29,501) (16,637 —
Increase in restricted cash inescrow. . .. ... ... . ... . ... ... (4,708} 2,163) —-—
Decrease in restricted cash inescrow . ....... .ot nnnnnn.. 3,412 — —
Maturity and sale of short-term investments ................... 220,888 236,808 320,832
Purchase of short-term investments. . . .. ... . ... ... ... .c....... (241,121)  (206,119)  (337,856)
Net cash provided by (used in) investing activities . .. ... ... {43,408) 10,539 {19,129)

Cash flows from financing activities:
Issuance of common stock under employee stock options and

purchase plans . .. .. ... .. ... . ... .. 16,269 6,324 13,925
Repurchase of common stock. .. ... ..ot e (21,099) (30,218) (19,356)
Net cash used in financing activities ... ... ............. (4,830) (23,894) (3,431)
Net increase (decrease) in cash and cash equivalents. ... ... ........ (16,666) 19,147 (7,021)
Cash and cash equivalents at beginning of year. . ................. 42,593 23,446 30,467
Cash and cash equivalents atend of year . .. .................... 25,927 42,593 23,446
Supplemental disclosure of cash flow information:
Cash paid for income taxes . .............vuiriennienen... $ 1220 % 498 § 445

Supplemental disclosure of non-cash investing and financing activities:
Issuance of common stock and assumption of stock options and
warrants in connection with acquired businesses . . . ... ..... .., $ 109 § 110 —_
Unrealized gain (loss) on short-term invesunents, net of taxes. . .. .. $ 170 % (521> $  (808)

The accompanying notes are an integral part of these consolidated financial statements,
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SOMNICWALL, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1 — The Company and Summary of Significant Accounting Policies:

SonicWALL, Inc. (the “Company™) was incorporated in California in February 1991. SonicWALL, Inc.
designs, develops, and manufactures comprehensive network security, secure remote access, Web and e-mail
security, backup and recovery, and policy and management solutions, which enable organizations to secure deep
protection without compromising network perforinance. The following is a summary of the Company’s significant
accounting policies:

Consolidation

The consolidated financial statements incluc e those of the Company and its wholly-owned subsidiaries Phobos
Corporation, a Utah corporation, Lasso Logic. Inc, a California corporation, MailFrontier, Inc., a Delaware
corporation, SonicWALL Switzerland, SonicWALL Norway, and SonicWALL B.V.,, a subsidiary in The Nether-
lands. All intercompany accounts and transactions have been eliminated in consolidation.

Use of estimates

The preparation of financial statements in conformity with accounting principles generalty accepted in the
United States of America requires management ‘0 make estimates and assumptions that affect the reported amounts
of assets and liabilities and disclosure of contin;zent assets and liabilities at the date of the financial statements and
the reported amounts of revenue and expenses during the reporting period. Actual results could differ materially
from those estimates.

Foreign Currencies

The functional currency for all of the “ompany’s foreign subsidiaries is the US dollar. The Company
remeasures assets and liabilities at the period er d or historical exchange rate, as appropriate. Revenues and expenses
are remeasured at the average exchange rate during the period. Currency remeasurement losses for the years ended
December 31, 2006, 2005, and 2004 amounted to ($277,000), ($249,000), and ($209,000), respectively, and are
included in interest income and other expens:, net.

Cash and cash equivalents and short-term investments

The Company considers all highly liquid invesiments purchased with an original maturity or remaining
maturity at the date of purchase of three months or less to be cash equivalents, and investments maturing in three to
twelve months to be short-term investments. Cash equivalents and short-term investments consist of money market
funds, corporate bonds, U.S. government secutities, and commercial paper. Management has the ability and intent,
if necessary, to liquidate any of these investirents in order to meet our liquidity needs within the normal operating
cycle. Accordingly, all marketable securities are classified as current assets. The Company classifies its short-term
investments into categories in accordance with the provisions of Statement of Financial Accounting Standards
No. 115, Accounting for Certain Investmeits in Debt and Equity Securities (SFAS No. 115). Currently, the
Company classifies its short-term investmenis as available-for-sale, which is reported at fair market value with the
related unrealized gains and losses, net of taxes, included in sharcholders’ equity. Realized gains and losses,
declines in value of securities judged to be other than temporary, and interest and dividends on all securities are
included in interest income and other expense, net. The fair value of the Company’s investments is based on quoted
market prices. Realized gains and losses arz computed using the specific identification method.

Fair value

The carrying value of the Company’s financial instruments, including cash and cash equivalents, short-term
investments, accounts receivable and accounts payable approximate their fair values due to their relatively short
maturities. The Company does not hold or issue financial instruments for trading purposes.
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SONICWALL, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Concentration of credit risk, foreign operations and significant customers

Financial instruments that potentially subject the Company to concentrations of credit risk consist principally
of cash and cash equivalents, short-term investments and accounts receivable. The Company places its temporary
cash and short-term investments in corporate bonds, municipal bonds, commercial paper, and money market
accounts with high credit quality financial institutions. Cash balances held with banks periodically exceed the
amount of insurance provided on such balances. The Company’s accounts receivable are derived from revenue
eamned from customers located in the U.S. and certain foreign countries and regions, including Europe, Japan, and
Asia Pacific. Sales to foreign customers for the years ended December 31, 2006, 2005, and 2004, all of which were
denominated in U.S. dollars, accounted for 31%, 34%, and 30% of total revenue, respectively. The Company
performs ongoing credit evaluations of its customers’ financial condition and requires no collateral from its
customers. Trade accounts receivable are recorded at the invoiced amount and do not bear interest. The allowance
for doubtfut accounts is our best estimate of the amount of probable credit losses in our existing accounts receivable.
We determine the allowance based on historical write-off experience and probability of collection. We review our
allowance for doubtful accounts monthly. Past due balances over 90 days and over a specified amount are reviewed
individually to determine the probability of collection. All other balances are reviewed on a pooled basis by type of
receivable. Account balances are charged off against the allowance when we feel it is probable the receivable will
not be recovered. We do not have any off-balance-sheet credit exposure related to our customers.

Sales through our three largest distributors, Alternative Technology, Tech Data, and Ingram Micro represented
the following percentages of total revenue:

Customers 2006 2005 2004

Alternative Technology . ....... ... .. . . . i i 18% 13% 7%
TechData . . ... ... . e 18% 21% 21%
Ingram Micro .. ... ... . . e 17% 18% 17%

In addition, Alternative Technology, Tech Data, and Ingram Micro represented the following percentages of
our accounts receivable balance:

December 31,

2006 2008
Alternative Technology . .. ... .. . e 23% 4%
Tech Data. ... ... e 8% 11%
Ingram MICrO . ... oo e e 17% 15%

While a reduction in sales by any of these distributors could be offset by an increase in sales 1o either of the
other two distributors or by the addition of other distributors, we would likely incur a temporary decline in sales.

The Company outsources its manufacturing to third party contract manufacturers and some of the key
components in the Company’s products come from single or limited sources of supply. The inability of any supplier
or manufacturer to fulfill supply requirements of the Company could temporarily have negative impact on future
operating results.

Inventories

Inventories are stated at the lower of standard cost (which approximates cost determined on a first-in, first-out
basis) or market. The Company writes-down the value of inventories for estimated excess and obsolete inventories
based upon assumptions about future demand and market conditions. Inventories consist primarily of finished
goods, Inventory reserves, once established, are only reversed upon sale or disposition of related inventory.
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SONICWALL, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Property and equipment

Property and equipment are stated it cost. Depreciation is computed using the straight-line method over the
estimated useful lives of the related assets, which range from three to five years. Leasehold improvements are
amortized over the lesser of the related ease term or the estimated useful life of the improvement, which ranges
from two to five years. Depreciation expense for the years ended December 31, 2006, 2005 and 2004 was
$2.1 million, $2.4 million, and $3.6 million, respectively.

Purchased infangibles

Purchased intangibles consist of purchased technology, customer installed base/relationships, customer
backlog and other intangibles. Intangible assets are amortized on a straight-line basis over their estimated useful
lives which range from 3 months to six years. Amortization of intangible assets was $8.1 million, $7.4 million, and
$7.6 million in fiscal 2006, 2005, and 2(04, respectively. The Company periodically evaluates its intangible assets
for indications of impairment. IF this evaluation indicates that the value of the intangible asset may be impaired, the
Company makes an assessment of the recoverability of the net carrying value of the asset over its remaining useful
life. If this assessment indicates that the: intangible asset is not recoverable, based on the estimated undiscounted
future cash flows of the technology over the remaining amortization period, the Company reduces the net carrying
value of the related intangible asset to fair value and may adjust the remaining amortization period.

Goodwill and Impairment of goodwill

Goodwill represents the excess of the aggregate purchase price over the fair market value of the net tangible
and intangible assets acquired by the Co npany. Goodwill is tested for impairment in the fourth quarter of each fiscal
year or more often if an cvent or circumstances indicate that an impairment loss has been incurred. An impairment
charge is recognized if a reporting urit's goodwill carrying amount exceeds its implied fair value. Goodwill
impairment is determined using a twc-step approach in accordance with SFAS 142 using one or more of the
following fair value measures includir g: present value techniques of estimated future cash flows; or valuation
techniques based on multiples of eurnings or revenue, or a similar performance measure. Any such impairment
charge could be significant and could have a material adverse effect on the Company's reported financial
statements. Based on the impairment tests performed, there was no impairment of goodwill in 2006, 2005, or
2004, The goodwill recorded as a result of the business combinations in the years presented is not deductible for tax
purposes.

Impairment of other long-lived assets

The Company continually monitors events and changes in circumstances that could indicate carrying amounts
of long-lived assets, including intangible assets, may not be recoverable. When such events or changes in
circumstances occur, the Company assesses the recoverabilily of long-lived assets by determining whether the
carrying value of such assets will be re zovered through undiscounted expected future cash flows. If the total of the
future cash flows is less than the carrying amount of those assets, the Company records an impairment charge based
on the excess of the carrying amount over the fair value of the assets.

Interest income and other expense, net
Interest income and other expense, net consist primarily of interest income in the amount of $10.0 million,
$7.1 million, and $4.2 miltion for the years ended December 31, 2006, 2005 and 2004, respectively.
Share-based compensation

On January 1, 2006, the Company adopted SFAS 123R, which requires the measurement and recognition of
compensation expense for all share-bised payment awards made to employees and directors including employee
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SONICWALL, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

stock options and employee stock purchases related to the Employee Stock Purchase Plan (“employee stock
purchases”) based on estimated fair values. SFAS 123R supersedes the Company’s previous accounting under
Accounting Principles Board Opinion No. 25, Accounting for Stock Issued to Employees (APB 25) for periods
beginning in fiscal 2006. In March 2005, the SEC issued Staff Accounting Bulletin No. 107 (SAB 107) relating to
SFAS 123R. The Company has applied the provisions of SAB 107 in its adoption of SFAS 123R.

The Company adopted SFAS 123R using the modified prospective transition method, which requires the
application of the accounting standard as of January 1, 2006, the first day of the Company’s fiscal year 2006. The
Company’s Consolidated Financial Statements as of and for the year ended December 31, 2006 reflect the impact of
SFAS 123R. In accordance with the modified prospective transition method, the Company’s Consolidated Financial
Statements for prior periods have not been restated to reflect, and do not include, the impact of SFAS 123R. Share-
based compensation expense recognized under SFAS 123R for the year ended December 31, 2006 was $14.4 miilion
which consisted of share-based compensation expense related to employee stock options in the amount of
$13.7 million and expense related to employee stock plan purchases in the amount of $713,000. See Note 7
for additional information on share-based compensation.

SFAS 123R requires companies to estimate the fair value of share-based payment awards on the date of grant
using an option-pricing model. The value of the portion of the award that is ultimately expected to vest is recognized
as expense over the requisite service periods in the Company’s Consolidated Statements of Operations. Prior to the
adoption of SFAS 123R, the Company accounted for stock-based awards to employees and directors using the
intrinsic value methed in accordance with APB 25 as allowed under Statement of Financial Accounting Standards
No. 123, Accounting for Stock-Based Compensation (SFAS 123).

Share-based compensation expense recognized in the Consolidated Statements of Operations for the year
ended December 31, 2006, is based on awards ultimately expected to vest and has been reduced for estimated
forfeitures, Share-based compensation expense recognized in the Company’s Consolidated Statements of Oper-
ations for the year ended December 31, 2006 included compensation expense for share-based payment awards
granted prior to, but not yet vested as of December 31, 2005 based on the grant date fair value estimated in
accordance with the pro forma provisions of SFAS 123 and compensation expense for the share-based payment
awards granted subsequent to December 31, 2005 based on the grant date fair value estimated in accordance with
the provisions of SFAS 123R. In conjunction with the adoption of SFAS 123R, the Company continued to use the
straight-line single option method. SFAS 123R requires forfeitures to be estimated at the time of grant and revised,
if necessary, in subsequent periods if actual forfeitures differ from those estimates. In the Company’s pro forma
information required under SFAS 123 for the periods prior to fiscal 2006, the Company accounted for forfeitures as
they occurred.

Upon adoption of SFAS 123R, the Company continued to use the Black-Scholes option-pricing model
(“Black-Scholes model”) which was previously used for the Company’s pro forma information required under
SFAS 123. For additional information, see Note 7. The Company’s determination of fair value of share-based
payment awards on the date of grant using an option-pricing model is affected by the Company’s stock price as well
as assumptions regarding a number of highly complex and subjective variables. These variables include, but are not
limited to, the Company’s expected stock price volatility over the term of the awards, and actual and projected
employee stock option exercise behaviors. Option-pricing models were developed for use in estimating the value of
traded options that have no vesting or hedging restrictions and are fully transferable. Because the Company’s
employee stock options have certain characteristics that are significantly different from traded options, and because
changes in the subjective assumptions can materially affect the estimated value, in management’s opinion, the
existing valnation models may not provide an accurate measure of the fair value of the Company’s employee stock
options. Although the fair value of employee stock options is determined in accordance with SFAS 123R and
SAB 107 using an option-pricing model, that value may not be indicative of the fair value observed in a willing
buyer/willing seller market transaction.
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The following table summarizes th2 effects of share-based compensation resulting from the application of
SFAS 123R for each of the periods indizated (in thousands except per share data):

Year Ended December 31,
2006 005 2004

Costof sales —Product. . .. ...t et $ 470 $—
Cost of sales — License and service. ... ....... ... ... ... ... ..., 14 - —
Share-based compensation expense included in costof sales. ........... 614 — —
Research and de\"elopment ..................................... 4,368 — —
Sales and marketing. . . .. ... ... .. i e 4,959 —
General and administrative. . ... ... ... .. . i 4474 - —
Share-based compensation expense: included in operating expenses . ... ... (13,801 @ — @ —
Share-based compensation expense: included in income before taxes ... ... 14415 —  —
Income taxes. ............ e e e e e e e, 23y — —
Share-based compensation expensc included in net income . .. .......... $13,792 $=— $__-:
Share-based compensation effect ¢n net income (loss} per share:

Basicand diluted. . ... ... .. oot i 5 021 $; $;

Prior to January 1, 2006, the Coinpany followed the disclosure-only provisions of SFAS 123. Proforma
information required under SFAS 123R for periods prior to fiscal 2006, as if the Company had applied the fair value
recognition provisions of SFAS 123 to options granted under the Company’s stock option plan and ESPP is as
follows (in thousands except per share data):

Year Ended
December 31,
2005 2004
Net income {loss):
ASTEPOMEG . ..\ ottt it ittt i i e i e $ 6276 $ (313)
Expensed stock compensation under the intrinsic value method, net of
related tax effect. . . .. o e 201 75
Stock-based compensation expense that would have been included in the
determination of net income (loss) had the fair value method been
applied, net of related tax effect ............ ... ... ... ... ... ... (14,431) (17,520)
Pro forma net 108S ... ..ottt e e $ (7,954) $(17,758)
Net income (loss) per share — basic and diluted:
Basic—asreported ... ... .t $ 010 § 000
Diluted —as reported . . . ... ... e $ 009 § 000
Basic—oproforma ... ... .. ... .t $ (0.12) $ (0.25)
Diluted — pro forma. . ... .. e e $ (012) $ (0.25
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Revenue recognition

The Company derives its revenue primarity from the sale of four items: (1) products, (2) software licenses,
(3) subscriptions for services such as Content Filtering; Email Security; client Anti-virus and integrated Gateway
Anti-Virus, Anti-Spyware, and Intrusion Prevention Services; and (4) other services such as extended warranty and
service contracts, training, consulting and engineering services. As described below, significant management
judgments and estimates must be made and used in connection with the revenue recognized in any accounting
period. The Company may experience material differences in the amount and timing of its revenue for any period if
management makes different judgments or utilizes different estimates.

The Company recognizes product and service revenues in accordance with SEC Staff Accounting Bulle-
tin No. 101, Revenue Recognition in Financial Statements (SAB No. 101}, as amended by SAB No. 1014,
SAB No. 101B, SAB 104 and EITF 00-21.

The Company applies provisions of Statement of Position 97-2, Software Revenue Recognition (SOP No. 97-2),
as amended by Statement of Position 98-9, Modification of SOP 97-2, Sofiware Revenue Recognition, With Respect
to Certain Transactions (SOP No. 98-9), to all transactions involving the sale of software products and hardware
transactions where the software is not incidental. For hardware transactions where software is incidental, the
Company does not apply separate accounting guidance to the hardware and software elements. The Company
applies the provisions of Emerging Issues Task Force 03-05, Applicability of AICPA Statement of Position 97-2,
Software Revenue Recognition, to Non-Sofiware Deliverables in an Arrangement Containing More-Than-Inci-
demtal Software (EITF (3-05), to determine whether the provisions of SOP 97-2 apply to transactions involving the
sale of products that include a software component.

The Company recognizes revenue for products when persuasive evidence of an arrangement exists, the product
has been delivered, title and risk of foss have been transferred to the customer, the fee is fixed or determinable, and
collection of the resulting receivable is reasonably assured. While the Company’s sales agreements contain standard
terms and conditions, there are agreements that contain non-standard terms and conditions. In these cases,
interpretation of non-standard provisions is required to determine the appropriate accounting for the transaction.

Retroactive price protection rights tied to certain specific circumstances are contractually offered to the
Company’s channel partners. The Company evaluates these rights carefully based on stock on hand in the channels
that kas been purchased within 60 days of the price change with the exception of Ingram Micro and Tech Data.
Revenue from these two distributors is not recognized until they sell the product to their customers. As a
consequence, there is no adverse impact on recognized revenue. In general, retroactive price adjustments are
infrequent in natare. At December 31, 2006, 2005, and 2004, the Company had a reserve for price protection on
sales to the Company’s channel partners in the amounts of $42,000, $244,000, and $33,000, respectively.

Delivery to other domestic channel partners and to international channel partners is generally deemed to occur
when we deliver the product 10 a common carrier. However, certain distributor agreements provide for rights of
return for stock rotation. These stock rotation rights are generally limited to 15% to 25% of the distributor’s prior 3
to 6 months purchases or other measurable restrictions, and we estimate reserves for these return rights as discussed
below. Two of our largest distributors, Ingram Micro and Tech Data, have rights of return under certain
circumstances that are not limited, therefore, we do not deem delivery to have occurred for any sales to Ingram
Micro and Tech Data until they sell the product to their customers,

Evidence of an arrangement is manifested by a master distribution or OEM agreement, an individual binding
purchase order, or a signed license agreement. In most cases, sales through our distributors and OEM partners are
governed by a master agreement against which individual binding purchase orders are placed on a trans-
action-by-transaction basis,

At the time of the transaction, the Company assesses whether the fee associated with the transaction is fixed or
determinable, and whether or not collection is reasenably assured. The Company assesses whether the fee is fixed or
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determinable based upon the terms of the binding purchase order, including the payment terms associated with the
transaction. If a significant portion of ¢ fee is due beyond the Company’s normal payment terms, which are
generally 30 to 90 days from invoice date, the Company accounts for the fee as not being fixed or determinable. In
these cases, the Company recognizes revenue as the fees become due.

The Company assesses probability of collection based on a number of factors, including past transaction
history with and the credit-worthiness of the customer. The Company does not request collateral from our
customers. If the Company determines that collection of a fee is not reasonably assured, it defers the fee and
recognizes revenue at the time collection becomes reasonably assured, which is generally upon receipt of cash.

For arrangements with multiple obli zations (for example, the sale of an appliance which includes a year of free
maintenance or a subscription based -roduct), the Company allocates revenue to each component of the
arrangement based on the objective evilence of fair value of the undelivered elements, which is generally the
average selling price of each element whn sold separately. This altocation process means that the Company defers
revenue from the arrangement equal to the fair value of the undelivered elements and recognizes such amounts as
revenue when the elements are delivered.

The Company’'s arrangements do not generally include acceptance clauses. However, if an arrangement
includes an acceptance provision, recogiition of revenue occurs upon the earlier of receipt of a written customer
acceptance or expiration of the acceptance pertod.

The Company recognizes revenue for subscriptions and services such as content filtering, anti-virus protection
and intrusion prevention, and extende:d warranty and service contracts, ratably over the contract term. The
Company’s training; consulting and engineering services are generally billed and recognized as revenue as these
services are performed,

Sales returns and other allowances, allowance for doubtful accounts and warranty reserve.

The preparation of financial siatements in accordance with accounting principies generally accepted in the
United States of America requires us to make estimates and assumptions that affect the reported amount of assets
and disclosure of contingent assets and liabilities at the date of the financial statements and the reported amounts of
revenue and expenses during the reported period. Specifically, we must make estimates of potential future product
returns and price changes related to currunt period product revenue. We analyze historical returns, current economic
trends, and changes in customer demandl and acceplance of our products when evaluating the adequacy of the sales
returns and other allowances. Significant management judgments and estimates must be made and used in
connection with establishing the sales rzturns and other allowances in any accounting period. We may experience
material differences in the amount anl timing of our revenue for any period if management makes different
judgments or utilizes different estimates.

In addition, we must make estimates based upon a combination of factors to ensure that our accounts
receivable balances are not overstated due to an inability to collect. We specifically analyze accounts receivable and
historical bad debts, the length of tinie receivables are past due, macroeconomic conditions, deterioration in
customer’s operating results or finaricial position, customer concentrations, and customer credit-worthiness, when
evaluating the adequacy of the allowance for doubtful accounts.

Our appliance products are genera!ly covered by a warranty for a one to two year period. We accrue a warranty
reserve for estimated costs to provide w.utanty services, including the cost of technical support, product repairs, and
product replacement for units that cannot be repaired. Our estimate of costs to fulfill our warranty obligations is
based on historical experience and expectation of future conditions. To the extent we experience increased warranty
claim activity or increased costs associated with servicing those claims, our warranty accrual will increase, resulting
in decreased gross profit.
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Shipping and Handling Costs

The Company records costs related to shipping and handling of products in cost of revenue for all periods
presented.

Income taxes

The Company accounts for income taxes under the liability method, which requires, among other things, that
deferred income taxes be provided for temporary differences between the tax bases of the Company’s assets and
liabilities and their financial statement reported amounts. In addition, deferred tax assets are recorded for the future
benefit of utilizing net operating losses, research and development credit carry forwards and temporary differences.
A valuation allowance is provided to reduce deferred tax assets to an amount for which realization is more likely
than not.

Research and development and capitalized software development costs

Software development costs incurred prior to the establishment of technological feasibility are charged to
research and development expense as incurred, Technological feasibility is established upon completion of a
working model, which is typically demonstrated by initial beta shipment. Software development costs incurred
subsequent to the time a product’s technological feasibility has been established, through the time the product is
available for general release to customers, are capitalized if material. To date, software development costs incurred
subsequent to the establishment of technological feasibility have been immaterial and accordingly have not been
capitalized.

Reclassifications

Certain reclassifications have been made to prior-period balances to present the financial statements on a
consistent basis with current year presentation. Such reclassifications have not changed previously reported net
income (loss) or sharcholders® equity.

Advertising Costs

The Company expenses advertising costs as incurred.  Advertising expense totaled $6.9 million, $5.1 million,
and $4.8 million for the years ended December 31, 2006, 2005 and 2004, respectively.

The Company has agreements with certain of its distributors to provide marketing development funds. These
agreements allow the distributors to be reimbursed by the Company for approved promotional activities, including
advertising. The amounts available are related to a percentage of the distributors’ eligible purchases from the
Company. The Company accrues for marketing development funds as the related revenue is recognized and records
the cost as an offset to revenue or as sales and marketing expense in accordance with Emerging Issues Task Force
No. 01-09, Accounting for Consideration Given by a Vendor to a Customer. In the years ended December 31, 20086,
2005, and 2004, the Company recorded provisions for marketing development fund costs of $5.0 million,
$3.9 million, and $5.4 million, respectively. As of December 31, 2006 and December 31, 2005, the accompanying
balance sheets include a liability for marketing development funds of $688,000 and $328,000, respectively.

Computation of net income (loss) per share

Basic net income (loss} per share is computed by dividing the net income (loss) for the period by the weighted
average number of common shares outstanding during the period. Weighted average shares exclude shares subject
to repurchase (“restricted shares”). Diluted net income (loss) per share is computed by dividing the net income
(loss) for the period by the weighted average number of common and potential dilutive securities outstanding during
the period. Potential dilutive securities are composed of unvested restricted shares, stock purchase warrants and
incremental commeon shares issuable upon the exercise of stock options.
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The following table sets forth the coinputation of basic and diluted net income (loss) per share for the periods
indicated (in thousands, except per share amounts):
Year Ended December 31,

2006 2005 2004

Numerator:

Netincome €loss) . ... ...t e $(10,753) $6276 $ (313)
Denominator:

Weighted average shares used to compute basic EPS .. .... ... 65,117 64,684 70,850

Effect of dilutive securities:

Dilutive common stock equivalents . ... ....... ... ... .. ... — 2,113 —

Weighted average shares used to compute diluted EPS. . ... ... 65,117 66,797 70,850
Net income (loss) per share:

BasiC . . . e e e $ (017) % 010 § (0.00)

Diluted. . .. ... e $ @17y $ 009 F (0.00)

Because the Company reported a net loss during 2006 and 2004, the impact of stock options and warrants was
excluded from the computation of dilutiv:: earnings per share for these periods. as their effect would be anti-dilutive.
Far the years ended December 31, 2006, December 31, 2005, and December 31, 2004, 645,254, 6,045,133, and
5,311,564 stock options and warrants with a weighted average exercise price of $18.02, $8.62, and $3.60,
respectively, were not included in the computation of diluted earnings per share because the options’ exercise
prices were greater than the average market price of the common shares for the period and therefore, the effect
would be anti-dilutive.

Recent accounting pronouncements

In July 2006, the FASB issued Interpretation No. 48, Accounting for Uncertaimty in Income Taxes — an
interpretation of FASB Statement No. 104 (“SFAS 109™). This interpretation clarifies the accounting for uncertainty
in income taxes recognized in an enterprise’s financial statements in accordance with SFAS 109, This interpretation
is effective for the Company in the first quarter of fiscal year 2007. The Company is evaluating the impact of the
adoption of this statement on the Company’s consolidated financial position, results of operations or cash flows.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements (“SFAS 157"). SFAS 157
defines fair value, establishes a framework for measuring fair value in generally accepted accounting principles, and
expands disclosures about fair value measurements. SFAS 157 is effective for financial statements issued for fiscal
years beginning after November 15, 2007. The Company has not yet determined the impact that this Statement
SFAS 157 may have on its consolidated financial position, results of operations or cash flows.
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Note 2 — Balance Sheet Components:
December 31,

2006 2005
(In thousands)
Prepaid expenses and other curreni assets
Cash in @SCIOW . . . oot e e e e $ 5100 § 3,807
Deferred compensation asset . . .. ........ .. .. .. i 2,567 1,804
Other prepaid eXpenses . . . ..o vttt i e e e e 3,220 1,720

$10887 $ 7331

Property and equipment, net:

Equipment ... ... .. e $11,815 § 9610
Office equipment and furniture . . ... ... ... . ... .. .. L. 2,078 1,913
Leasehold improvements., . . ... ... ...ttt et ianennnns 1,648 1,432
SO IWATE . . . . e e 7,671 6,887

23212 19,842
Less: accumulated depreciation . . .. ... ... . .. . e (19,127 (17,247)

$ 4085 § 2595

Purchased intangibles and other assets, net:

Purchased intangible assets . . .. ......... ... ...ttt $60990 $ 57400
Other AS8BLS . . ..ottt e e e 751 .397

61,741 57,797
Less: accumulated amortization. . . ... . ottt (54,415)  (46,307)

$ 7326 §$1149

Other accrued liabilities

Accrued acquisition COSIS . . . ... ... ittt it $ 4683 $ 2649
WAITANLY TESEIVES . . . . ottt et ettt i e 811 800
Other accrued Habilities ... ... ... ittt et e e 4,406 2,828

$ 9900 § 6277
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Note 3 — Goodwill and Purchased Intangibles:

The following table presents the changes in goodwill (in thousands):

Balance as of beginning of the yeur . . ... ... ... ... . . o

Acquisitions:

Adjustments(l) . .. ... e
Tax adjustment related to Phobos acquisition in 2000 (see Note 8) .. . ..

Balance asof end of the year, .. .. ... ... . i il

Note:

December 31,
2006 2005

... $109,005 § 97953
e — 1,286
cs — 10,651
- 28,220 —
e 94 —
co.,_ (6,920) (885)

399 $109,005

... 3130

(1) The adjustments represent the true-up oficost at the time of the acquisition related to Lasso Logic.

Intangible assets for the year ended December 31, 2006 and 2005 consist of the following (in thousands):

Weighted
Average December 31, 2006

December 31, 2005

Amortizatior  Gross Carrying  Accumulated

Giross Carrying  Accumulated

Period Amount Amortization Net Amount Amortization Net
Purchased technology . . . ... 68 months $34,471 $(28,573) 35,898 $31,771 $(23,190) $ 8,581
Non-compete agreements . . . 36 months 7,249 (7.115) 134 7019 (7,019) —
Customer base, . ......... 69 months 18,770 (18,227) 543 18,140 (15,694) 2,446
Other . ................ 16 months 500 (500) — 470 (404) 66
Total intangibles . ........ 560,950 $(54,415) $6,575 $57,400 $(46,307) 511,093

All of the Company’s intangible assets excluding goodwill are subject to amortization. Estimated future
amortization expense to be included in cost of revenue and in operating expenses is as follows (in thousands):

Fiscal Year

Note 4 — Acquisitions:

Amortization Amortization
Amount to Amount to
Cost of Operating
Revenue Expenses
$1,635 $220
1,635 124
1,635 105
993 105
—_ 105
— 18
$5,898 T $677

On February 22, 2006, the Company completed the acquisition of MailFrontier, Inc. (*“MailFrontier”) for
approximately $29.8 million in purcha:ie consideration, consisting of cash of approximately $29.3 million, assumed
stock options with a fair value of $109,l)00_and direct transaction costs incurred in connection with the acquisition of
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approximately $450,000. In accordance with SFAS 141, Business Combinarions, this transaction was accounted for
as a purchase business combination. The fair value of the stock options assumed was determined using the Black-
Scholes option-pricing model. The use of the Black-Scholes model and method of determining the assumptions is
consistent with the Company’s valuation of stock options in accordance with SFAS 123R. MailFrontier’s results of
operations are included in the Company’s consolidated statements of operations from the date of acquisition.

The Company acquired MailFrontier to expand its offering in secure content management, especially in the
email security market. MailFrontier’s email security solutions protect organizations against inbound and outbound

threats such as “spam”, “phishing”, “viruses”, directory harvest attacks and policy violations, provide control for
content compliance, and enable consolidation of email infrastructure.

The Company allocated the purchase price based upon the fair value of the assels acquired and liabilities
assumed. The excess of the purchase price over the fair value of the assets acquired and liabilitics assumed has been
allocated to the identified intangible assets in accordance with the requirements of SFAS 141 and SFAS 142,
Goodwill and Other Intangible Assets. The following is the final allocation of the purchase consideration (in
thousands):

Intangible asseIS. . ... ... L. $ 3,590
PR D . 1,580
Goodwill . .o e e 28,220
Net liabilities assumed . .. . ... . . i i e e {3.594)
Total purchase consideration. . . .., ... .. . e $29,796

The acquired intangible assets consist of the following: (1) $2.7 million of purchased technology that will be
amortized over its estimated useful life of four years; (2) approximately $600,000 of customer base vatue that will
be amortized over six years; and (3) approximately $300,000 of technology licenses and non-compete covenants
that will be amortized over a period of 4 to 24 months,

The Company’s methodology for allocating a portion of the purchase price for acquisitions 10 in-process
rescarch and development (“IPR&D”) is determined through established valuation techniques and analysis, as
applied in the high-technology internet security industry. [PR&D is expensed upon acquisition because techno-
logical feasibility has not been established and no future alternative uses exist. Total [PR&D of $1.6 million was
charged to operations on the date of acquisition.

The results of operations of Mail Frontier have been included in the Company’s consolidated financial
statements subsequent to the date of acquisition. The financial information in the table below summuarizes the
combined results of operations of SonicWALL and Mail Frontier, on a pro forma basis, as though the companies had
been combined as of the beginning of each of the periods presented (in thousands, except per share amounts):

Year Ended December 31,

2006 2005
Total FEVERUE . . ..ttt i e e e $176.970  $141,633
Pro forma net {loss) inCOMe. . . .. ... o $(11,291y % (3,555)
Pro forma net (loss) income per share — basicand dilwted . . .. ... ... .. .. $ 017 3 (009
Reported net (loss) income .. .., ... . . $(10,753) % 67276
Reported net (loss) income per share —basic. . .. .................... $ @17 § 010
Reported net (loss) income per share — dituted .. . ................... $ @17y $ 009

The pro forma financial information is presented for informational purposes only and is not indicative of the
results of operations that would have been achieved if the merger had taken place at the beginning of each of the
periods presented. The pro forma financial information for the year ended December 31, 2006 excludes merger

74




SONICWALL, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

related expenses of $526,500 recorded by Mail Frontier and a charge of $1.6 million for IPR&D. The pro forma
financial information for year ended December 31, 2005 also includes amortization charges from acquired
intangible assets.

On November 28, 2003, the Compiny purchased Lasso Logic, Inc. (Lasso) for approximately $15.8 million in
purchase consideration, consisting of cash, assumed stock options in the amount of $109,000 and $194,000 in direct
transactions costs incurred in connection with the acquisition. Lasso provides continuous data protection for backup
and recovery solutions for the small anc. medium business market. The Company believes that Lasso’s data backup
solutions will provide a strong entry pcint to the growing data protection segment. In accordance with SFAS 141,
Business Combinations, this transaction was accounted for as a purchase business combination.

The former shareholders of Lasso made certain representations and warranties to the Company and agreed to
indemnify the Company against damages which might arise from a breach of those undertakings. As security for the
indemnification obligation’s SonicWAL.L retained approximately $1.8 million of the cash consideration, which was
released to the former Lasso sharehold2rs on November 2006. In addition, in connection with the acquisition, the
Company has agreed to pay $1.7 million over |7 to 20 months from the date acquisition, to certain former
shareholders of Lasso contingent upon :ontinued employment with the Company. The Company paid $1.2 million
and $100,000 in fiscal 2006 and 20035, respectively, under these arrangements and recorded the disbursements as
compensation expense when earned,

The Company allocated the purchase price based upon the fair value of the assets acquired and liabilities
assumed. The excess of the purchase: price over the fair value of the assets acquired and liabilities assumed has been
allocated to the identified intangible assets in accordance with the requirements of SFAS 141 and SFAS 142,
Goodwill and Other Intangible Asseis. The following is the final allocation of the purchase consideration
(in thousands):

Nettangible assels . .. ... i e e e $ 1,351
Imangible assels. . ... ... L e 514,421
Total purchase consideration. . . .. .. ... ... . . L $15,772

The total purchase price of $15.8 tnillion consists of the following: (1) $3.7 million was allocated to purchased
technology that will be amortized over its estimated uvseful life of five years: (2) approximately $100,000 was
allocated to customer relationship aad customer backlog that was amortized over 3 months to one year;
(3) $1.3 million was recorded for net tangible assets acquired; and (4) $10.7 million was allocated to goodwill.

Under the terms of the definitive agreement, the purchase consideration consisted of cash and stock options
assumed. Part of the purchase consideration was allocated to deferred stock-based compensation as unearned stock-
based compensation cost. The unearne«l stock-based compensation cost represents the fair valve of assumed options
to purchase SonicWall common stock issued, less the intrinsic value of the Lasso’s unvested options applicable to
the'remaining vesting period. Deferred stock-based compensation cost is amortized as stock-based compensation
related to acquisitions over the remaining respective vesting periods, The unamortized balance for deferred stock-
based compensation is reflected as a reduction to additional paid-in capital in the Consolidated Statements of
Shareholders’ Equity.

On November 28, 2005, the Conipany acquired certain assets from enKoo, Inc. (enKoo) for approximately
$2.4 million in consideration, consisting of cash and transaction costs. The Company acquired the enKoo assets for
its secure remote access technology and plans to integrate the key features of enKoo’s technology into its SSL-VPN
producis. The assets acquired from e 1Koo included certain intangible assets. In addition, certain employees of
enKoo became employees of the Company, Of the total purchase price of $2.4 million, $1.1 million was allocated to
purchased technology and will be umortized over its estimated usefut life of five years, and less than $50,000 was
allocated to customer relationship and will be amortized over three months. The remaining $1.3 million was
allocated to goodwill.
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Note 5 — Financial Instruments:

Our investment portfolio consists of both corporate and government securities. All marketable securities are
classified as available-for-sale and are summarized as follows (in thousands):

Year Ended December 31, 2006

Gross Gross
Unrealized Unrealized

Fair Value Gains (losses) Book Value

Marketable securities
Corporate debt securities .. .................. $194,432 — $ (989) 35195421
U.S. government securities. . . ................ 13,846 —_ (197) 14,043
Municipal bonds and notes. . . ................ 973 — (11) 984
Total marketable securities .. ............... $209,251 $— $(1,197) $210,448

Year Ended December 31, 2005
Gross Gross

Unrealized Unrealized
Fair Value Gains (Losses) Book Value
Marketable securities
Corporate debt securities . ................... $164,517 $80 $ (979 5165416
U.S. government securities. .. ................ 32,401 — (444) 32,845
Municipal bonds and notes. . .. ..., ........... 931 e (24) 955
Total marketable securities . . . ... ........... $197,849 $80 $(1,447) 3199216

As of December 31, 2006, the Company had approximately 68 investmenis that were in an unrealized loss
position. The gross unrealized losses related to fixed income securities were primarily due to changes in interest
rates and bond yields. The longer the duration of these securities, the more susceptible they are to changes in the
market interest rates and bond yields, As yields increase, those securities purchased with a lower yield-at-cost show
a mark-to-market unrealized loss. The Company’s management has determined that the gross unrealized losses on
its investment securities at December 31, 2006 are temporary in nature, The Company reviews its investments to
identify and evaluate investments that have indications of possible impairment. Factors considered in determining
whether a loss is temporary include the length of time and extent to which fair value has been less than the cost basis,
the financial condition and near-term prospects of the investee, and the Company’s intent and ability to hold the
investment for a period of time sufficient to allow for any anticipated recovery in market value. Substantially all of
the Company’s fixed income securities are rated investment grade or better.

The following tables provide the breakdown of the investments with unrealized losses at December 31, 2006
and 2005 (in thousands):

Unrealized Losses Less Unreatized Losses 12

Than 12 Months Months or Greater Total

Gross Gross Gross
Unreafized Unrealized Unrealized

December 31, 2006 Fair Value (Losses) Fair Value {Losses) Fair Value {Losses)

Marketable securities

Corporate debt securities. .. ... .. $84,675 $(738) $44,096 $(251) $12877t 3 (989)
U.S. government securities . . . . .. 5,551 )] 6,266 (187) 11,817 (196)
Municipal bonds and notes . . . . ., —_ — 973 (12) 973 (12)
Total marketable securities . ... $90,226 $(747) $51,335 $(450) $141,561 $(1,197)
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Unrealized Losses Less Unrealized Losses 12

Than 12 Months Months or Greater Total

Gross Gross Gross
Unrealized Unrealized Unrealized

December 31, 2005 Fair Value (Losses) Fair Valoe (1.0sses5) Fair Value (Losses)

Marketable securities

Corporate debt securities. . ... ... $25,181  $(189) $51,301  $(790) $ 76,482 % (979)
U.S. government securities . .. ... 10,703 (332) 21,698 (112) 32,401 (444)
Municipal bonds and notes .. .. .. — — 931 (24) 931 (24)
Total marketable securities . ... $35,884  $(521) $73,930 $(926) $109,814 $(1,447)

The estimated fair value of short-term investments classified by date of maturity as December 31, 2006 is as
follows (in thousands):

Maturity 2006

Due Within ONe YEar . . .. ...t i ittt i st e $100,732

Due between one and five years . . ... ... i 21,892

Due between five and 180 YEars .. ... ..ottt e e e 7.893

Due after 10 years(1) . .. . .. ... .. e 78,734

Total short-term INVESIMENIS . . . . v o vt vt et e vt et et et ar s ta e aee e aiunan £209,251
Note:

(1) Represents auction rate securities of $22.2 million that have re-auction periods of 90 days or less but whose
underlying agreements have original maturities of more than 90 days and asset backed securities of
$56.5 million.

Note 6 — Restructuring Charges:
2006 Restructuring Plan

During the first quarter of fiscal 2(06, the Company commenced the implementation of a 2006 restructuring
plan associated primarily with the integration of companies acquired during the fourth quarter of 2005 and the first
quarter of 2006 as well as other emp.oyee reductions for the purpose of better integration and alignment of
Company functions. The restructuring activities were recorded in accordance with Statement of Financial
Accounting Standards No. 146 Acceuniing for Costs Associated with Exit or Disposal Activities (SFAS 146) and
Statement of Financial Accounting No. 112, Employees’ Accounting for Postemployment Benefits (SFAS 112).
Accordingly, the Company recorded :51.4 million in restructuring expenses related to costs associated with
workforce reduction across multiple jreographic regions and functions. Furthermore, the Company recorded
additional restructuring costs of $835,000 in connection with the integration of acquired businesses. The additional
restructuring costs were charged to goodwill and consisted primarily of severance costs of $553,000 and excess
facility costs of $282,000 related to a lease commitment for space no longer needed. As of December 31, 2006 the
Company has no remaining liability relating to the restructuring,

77




SONICWALL, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

The following table sets forth an analysis of the components of all restructuring plans and the payments made
for the plans from December 31, 2005 to December 31, 2006 (in thousands):

Employee

Severance

Benefits Facility Costs Total
Accrual balance at December 31,2005 . .................. $ — $ (D A I )
Restructuring chargesincurred ... ...................... 1,409 — 1,409
Amount charged to goodwill. . .. ....... .. ... ... .. 553 282 835
CashpaymentS. . . ... ..t e (1,962) 275) (2,237)
Accrual balance at December 31,2006 ................... 5 — $ — § —

In 2004, the Company recorded a reversal of restructuring charges of $171,000 related to the 2003 and 2002
restructuring plans. The reversal consisted of additional charges under the 2003 restructuring plan of $5,000 for
properties vacated in connection with facilities consolidation, offset by the reversal of a $42,000 severance accrual
for employees who have remained with the Company and additional charges related to the 2002 plan consisting of
$21,000 for properties vacated in connection with facilities consotidation, offset by a $155,000 reversal for a
favorable lease modification related to properties vacated in connection with facilities consolidation.

Note 7 — Shareholders’ Equity:
1999 Employee Stock Purchase Plan

The 1999 Employee Stock Purchase Plan is designed to enable eligible employees to purchase shares of the
Company’s common stock at a discount. Each offering period is for one year and consists of two six-month purchase
periods. Offering periods begin on August | and February 1. The purchase price for shares of common stock under
the 1999 ESPP is 85% of the lesser of the fair market value of the Company’s common stock on the first day of the
applicable offering period or the last day of each purchase period.

The total shares currently reserved for issnance under the 1999 ESPP is 2,525,000 shares, For the years ended
December 31, 2006, 2005, and 2004, the Company issued approximately 414,000, 328,000, and 388,000 shares,
respectively, under the 1999 ESPP. At December 31, 2006, 567,186 shares were available for future issuance under
the 1999 ESPP. The weighted average purchase price of the shares issued under the 1999 ESPP in 2006, 2005, and
2004 was $5.18, $4.94, and $4.43 per share, respectively. The weighted average fair value of shares issued under the
1999 ESPP was $1.78, $1.90, and $2.38 per share, respectively, for 2006, 2003, and 2004.

Stock Option Plans

The Company’s Stock Option Plans (the “Plans™), as amended, authorize the Board of Directors to grant
incentive stock options and nonstatutory stock options to employees, directors and consultants to purchase up to a
total of 36,290,430 shares of the Company’s common stock. Under the Plans, incentive stock options are granted at
an exercise price that is not to be less than 100% of the fair market value of the Company’s common stock on the
date of grant, as determined by the Company’s Board of Directors. Nonqualified stock options are granted at a price
that is not to be less than 85% of the fair market value of the common stock on the date of grant, as determined by the
Board of Directors. Generally, options granted under the Plans are exercisable for a period of ten years after the date
of grant, and vest over four years
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The following table summarizes option activity under the stock option plans:

Balance at December 31,2003, .. ........ ... ......

Authorized

Granted . . . ... ... e

Exercised

Canceled . . . ... ... . i i e
Balance at December 31,2004, . .. ...............

Authorized

Options assumed related to acquisition
Granted . .. ... ... e

Exercised

Canceled . . ........ i it ens
Balance at December 31, 2005, .. ... ... ... ... ..

Authonzed

Options assumed related to acquisition
Granted. ... ...... ... . i i i

Exercised

Canceled . ......0 it i e e e e e
Balance at December 31,2006, .. ................

Options Outstanding
Options Weighted
Available Number Average Exercise
for Grant Outstanding Price per Share
1,391,802 14,556,952 $6.22
2,744,520 — —
(3,793,070 3,793,070 $6.09
—  (2,805,521) $4.35
1,617,149 (1,989,789) $9.79
1,960,401 13,554,712 $6.05
2,744,922 — —
— 59,589 $0.30
(5.925,524) 5,925,524 $6.77
—  (1,072,878) $4.38
1,567,766  {1,643.509) $6.98
347,565 16,823,438 $6.33
2,601,046 — —
— 76,848 $1.46
(3,726,000) 3,726,000 $8.63
—  (2,362,576) 3598
1,568,952  (1,606,190) $6.62
791,563 16,657,520 $6.85

The foliowing table summarizes sig nificant ranges of outstanding and exercisable options as of December 31,

2006:

Options Outstanding

Option Exercisable

Weighted

Average Weighted Weighted

Remaining  Average Average

Contractual  Exercise Aggregate Exercise Apgregate
Range of Exercise Number Life Price per Intrinsic Number Price per Intrinstc
Prices Qutstanding (in Years) Share Value Exercisable Share Value
$030-%5039 ..... 33,484 1.7 $030 $ 271,755 20605 $ 031 3§ 167,178
$063-5094 ..., 4,656 1.8 0.93 34,889 1,755 0.93 13,140
$141-8 142 ..., 39,006 33 1.41 273,391 14,807 1.41 103,756
$287-5428 ..... 3,169,886 6.1 3.44 15,799,712 2,975,319 3.43 14,838,998
$493-% 734 ..... 5,213,616 74 5.89 13,180,017 2,723,596 5.79 7,155,610
$747-%1075 ..... 7,925,262 8.7 8.17 3,805,676 2,173,610 7.83 1,468,882
$11.26 - %1649 ... .. 48,610 39 13.52 — 48,610 13.52 —
$17.03 - $1879 .. ... 103,000 4.6 17.94 — 103,000 17.94 —
$20.75-%2975 ... .. 20,000 34 29.75 — 20,000 29.75 —
$45.56 - $45.57 .. ... 100,000 35 45.56 — 100,000  45.56 —
Totab ............. 16,657,520 11 $ 685 $33365440 8,181,302 § 620 $23,747,564
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The aggregate intrinsic value in the preceding table represents the total pretax intrinsic value, based on options
with an exercise price less than the Company’s closing stock price of $8.42 as of December 31, 2006, which would
have been received by the option holders had all option holders exercised their options as of that date. The total
number of in-the-money options exercisable as of December 31, 2006 was 7.7 million.

The weighted average grant-date fair value of options granted for the year ended December 31, 2006, 2005,
and 2004 was $3.07, $2.92, and $3.95 per share, respectively. The total fair value of shares vested during the year-
ended December 31, 2006 was $13.0 million. The total intrinsic value of options exercised during the year-ended
December 31, 2006 was $8.5 million. The total cash received from employees as a result of employee stock option
exercises and employee stock purchase plan during the year ended December 31, 2006 was $16.2 million. In
connection with these exercises, there was a tax benefit of $623,000 realized by the Company due to the Company’s
current tax position. The weighted average remaining contractual term for options exercisable at December 31,
2006 was 6.7 years. The Company issues new shares of common stock upon exercise of stock options. The total
compensation cost (gross) related to non-vested awards not yet recognized at December 31, 2006 was $25.0 million
and the weighted-average period over which the total compensation cost related to non-vested awards not yet
recognized is expected to be recognized over 2.69 years,

The Company has assumed certain option plans in connection with business combinations. Generally, the
options granted under these plans have terms similar 10 the Company’s own options. The exercise prices of such
options have been adjusted to reflect the relative exchange ratios.

The assumptions used to estimate the fair value of stock options granted under the Company’s Stock Option
Plans and stock purchase rights granted under the Employee Stock Purchase Plan for the year ended December 31,
2006, 2005 and 2004 are as follows:

The fair_value of each stock option grant is estimated on the date of grant using the Black-Scholes option
pricing model with the following assumptions:

2006 2005 2004
Expected volatility. . .. ............. 42.38% to 48.35% 48% to T1% 9%
Risk-free interestrate . ............. 4.36% to 5.21% 3.46% t0 4.43%  2.52% to 3.55%
Expected life. .................... 2.92 to 3.12 years 3.1 to 4 years 4 years
Dividend yield . .................. 0% 0% 0%

The fair value of purchase rights issued under the Employee Stock Purchase Plan was estimated using the
following assumptions:

2006 2005 2004
Expected volatility .. ............... 32.1% to 44.7% 60% 60%
Risk-free interestrate ............... 3.65% 10 5.27% 1.00% t0 2.77%  1.00% to 1.73%
Expected life ..................... 0.5 year to 1 year 0.5 year 0.5 year
Dividend yield .. .......... ... .. .. 0% 0% 0%

The Company estimates the fair value of stock options using a Black-Scholes option-pricing model to
determine the fair value of share-based awards under SFAS 123R, and consistent with that used for pro forma
disclosures under SFAS 123 prior to the adoption of SFAS 123R. The Black-Scholes option-pricing model
incorporates various and highly subjective assumptions including expected volatility, expected term and interest
rates.

Expected Volatility: The Company used a combination of histerical and implied volatility (“blended
volatility”) in deriving its expected volatility assumption as allowed under SFAS 123R and SAB 107. Implied
volatility was derived based on traded options on the Company’s common stock with a minimum term of six
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months. Prior to January 1, 2006, the Com yany used its historical stock price volatility in accordance with SFAS 123
for purposes of its pro forma information, The selection of the blended volatility approach was based upon the
availability of traded options on SonicWALL's stock and the Company’s assessment that blended volatility is more
representative of future stock price trends than historical volatility alone. In calculating blended volatility, historical
and implied volatility were weighted equally.

Risk-Free Interest Rate: The risk-free interest rate is based on the market yield currently available on
U.S. Treasury securities with an equivalent remaining term.

Expected Term: The Company’s ex pected term represents the period that the Company’s share-based awards
are expected to be outstanding and was determined based on historical experience of similar awards, giving
consideration to the contractual terms of the share-based awards, vesting schedules and expectations of future
employee behavior as influenced by changes to the terms of its share-based awards.

Expected Dividend: The Black-Scholes valuation model calls for a single expected dividend yield as an
input. The Company has not paid and does not anticipate paying any dividends in the near future.

Stock Repurchase Program

In November 2004, the Company’s 13oard of Directors authorized a stock repurchase program to reacquire up
to $50 million of common stock. The term of the stock repurchase plan was set at twelve (12) months from the date
of authorization. In February 2005, the Company's Board of Directors increased the amount authorized for
repurchase from $50 million to $75 million, extended the term of the program from twelve (12) to twenty-four
{24) months following the date of original authorization and increased certain predetermined pricing formulas. In
April 2005, the Company’s Board of Dire ctors authorized a modification to the stock repurchase program to delete
certain elements that provided for systeinatic repurchases.

In February 2006, the Company’s Board of Directors approved an increase in the amount authorized for
repurchase under the Company'’s share re purchase program from $75.0 million to $100.0 million and extended the
term of the program from twenty-four (24) months to thirty-six (36) months following the date of original
authorization.

During the fourth quarter of fiscal 2004, the Company repurchased and retired 3.2 million shares of
SonicWALL commeon stock at an average: price of $6.08 per share for an aggregate purchase price of $19.4 million.
During fiscal year 2003, the Company repurchased and retired 5.0 million shares of SonicWALL common stock at
an average price of $6.03 per share for an aggregate purchase price of $30.2 million. During fiscal year 2006, the
Company repurchased 2.4 million shar:s of SonicWALL common stock at an average price of $8.73 for an
aggregate purchase price of $21.1 millicn. As of December 31, 2006, the remaining autherized amount for stock
repurchase under this program is $29.3 million.

The purchase price for the shares of the Company’s common stock repurchased was reflected as a reduction to
shareholders’ equity. In accordance with Accounting Principles Board Opinion No. 6, “Status of Accounting
Research Bulletins,” the Company alloczted the purchase price of the repurchased shares as a reduction to retained
earnings and common stock and additicnal paid-in capital.
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Note 8 — Income Taxes:

The provision for income taxes consists of the following (in thousands):

Year Ended December 31,

2006 2065 2004
Current tax benefit (expense):
Federal . .. ... ... . . $ (762) % 193 § 39
State. .. e (445) (74) (77
Foreign. .. ... ... .. . e (79 (268)  (263)

(1,286) (149 (301

Deferred tax expense:
Federal . . ... ... . .. . (6,920) (885) —
R 1 - — — —

{6,920) (885) —
$(8.206) $(1,034) $(301)

As part of the process of preparing the Company’s consolidated financial statements, the Company is required
to estimale its income taxes in each of the jurisdictions in which it operates. This process involves determining the
Company’s income tax benefit (expense) together with calculating the deferred income tax benefit (expense) related
to temporary differences resulting from differing treatment of items, such as deferred revenue or deductibility of
certain intangible assets, for tax and accounting purposes. These differences result in deferred tax assets and
liabilities, which are included within the consolidated balance sheet. The Company must then assess the likelihood
that the deferred tax assets will be recovered through the generation of future taxable income.

As of December 31, 2006, the Company has a full valuation allowance against its net deferred tax assets
because the Company determined that it is more likely than not that all deferred tax assets will not be realized in the
foreseeable future due to historical operating losses.

Significant components of the deferred tax assets and liabilities are as follows (in thousands):

December 31,
2006 2005
Deferred tax assets;

Net operating loss carryforwards . . . ... ... ... ... ............... $16,714 $ 13,789
Inventory reserves. . .. ... .. e 520 419
Deferred revenue . ... .. .. e e e e e 3,591 2,095
Tax credits . ... e e e 8,260 6,404
Share-based compensation. . ............ ... i 2,101 —
Other reserves and accruals. . ... ... i 8,079 6,172
Total deferred tax assels. . .. . ... it s 39,265 28,879
Valuation allowance . .. .. ... e e (36,345)  (24,813)
Net deferred tax assets. ... .. ... i e $ 2920 $ 4,066

Deferred tax liabilities:
Intangible assets . . ... o v i e e $ (2,920) % (4,006)
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As of December 31, 2006, the Comg any has net operating loss carryforwards of approximately $39.9 million
to offset future federal taxable income, which expire at various dates through the year 2025, This amount includes
approximately $9.6 million and $28.5 million of net operating loss carry forwards from the acquisition of Phobos
and MailFrontier. As a result of SFAS 124R, the Company’s deferred tax assets at December 31, 2006 and 2005 do
not include $45.3 million and $38.2 million of excess tax benefits from employee stock option exercises that are a
component of the Company's net operating loss carryovers. While SFAS 123R applies for periods after
December 31, 2005, the Company’s defzrred taxes and the valuation allowance as of December 31, 2005 have
been adjusted to conform to the 2006 presentation. Equity will be increased by $45.3 million if and when such
excess tax benefits are ultimately realized The deferred income tax assets for excess tax benefits had a full valuation
allowance against them in prior years. FAS 123R prohibits recognition of a deferred income tax asset for an excess
tax benefit that has not been realized through a reduction in income taxes payable. The company has netted the
deferred income tax assets for net operating losses and the related valuation allowance for the excess tax determined
under APB25.

The net deferred tax assets related to the acquired companies, approximately $10.8 million as of December 31,
2006, if and when realized, will be used to reduce the amount of goodwill and intangibles recorded at the date of
acquisition. Valuation allowances have b:en recorded for this portion of these deferred tax assets as a result of the
uncertainties regarding realization of the iissets based upon the limitation on the use of the net operating losses in the
future. In fiscal year 2006, the Company utilized $6.9 million of the deferred tax assets related to the acquired
companies resulting in a reduction in goodwill. The Company’s overall change in valuation allowance was
$1.9 miltion, $3.2 million, and $10.3 mil ion for the years ended December 31, 2006, 2005 and 2004, respectively.

The utilization of the Company’s net operating loss may be subject to substantial annual limitation due to the
“change in ownership” provisions of the Internal Revenue Code of 1986, as amended, and similar state provisions.
The annual limitation may result in the expiration of net operating losses and tax credits before utilization.

The Company’s effective tax rate on income (loss) differs from the U.S. Federal statutory regular tax rate
(benefit) as follows:

Year Ended
December 31,

2006 2005 2004

Federal statutory rate (benefit). .. ........ ... ... ... . o o (35)% 35% (35)Y%
State taxes, net of federal benefit. . . .. ... ... ... ... o 4) 4 4
Deferred compensation charge . .. ... ... it — — 1,532
Share-based compensation . . . ....... .. .. 100 — —
Tax credits . . ..ot e e e e e, (59 (2) (922)
Change in valuation allowance. .. ..... ... ... i, 283 (18) 2,244
L1871 o= o 37 5 (14

302% 14% 2501%

Undistributed earnings of the Company’s foreign subsidiaries of approximately $1.7 million at December 31,
2006, are considered to be indefinitely reinvested and, accordingly, no provisions for federal and state income taxes
have been provided thereon. Upon distrit-ution of those earnings in the form of dividends or otherwise, the Company
would be 